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The Public’s Interest in the O'Fallon Decision 
By L. D. McPHERSON 


Did the supreme court of the United States in its recent opinion 
in the O'Fallon case, which was a test case on railroad valuation, 
decide ‘‘the greatest lawsuit in history’’? It had been thought in 
many quarters that valuation of railroads would give rise to “‘ the 
greatest lawsuit in history,’’ and the O’Fallon case, which was 
started in 1924, has been generally discussed as such a case because 
it involved principles for the determination of railroad values and 
operating income applicable to all roads. The O’Fallon decision 
held that the valuation order made by the interstate commerce 
commission must be vacated because no consideration had been 
given the present cost to reproduce the railroad as required by 
the act of congress and the law of the land. The decision did 
not indicate the weight that should be given such cost in deter- 
mining value, but indicated that there were, perhaps, many rail- 
roads which should be valued far below their present reproduction 
cost. As previous decisions had been consistent with this one, 
the public had generally discounted the probable effect of it as 
rendered. The extent to which the general public may be affected, 
favorably or adversely, by the decision may be best estimated 
by enumeration of some of the interests involved. 


EFFECTS OF THE DECISION 


Rates will not be increased because of the decision—certainly 
not for several years, or until valuations are finished. Some claim 
that the cost of most railroad property has increased about 85 per 
cent.; others, that the net increase is not more than 40 per cent. 
Under these views the maximum increase in rates that the decision 
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could possibly effect would be from 5 to 10 per cent. Therefore, 
this decision could not dominantly influence changes in rates. 

The “prudent investment’’ theory used by the commission in 
the O’Fallon case failed to receive the approval of the supreme 
court. In applying this theory the commission priced and de- 
preciated railroad property which had been installed prior to the 
late war without first enhancing its cost for subsequent increases 
in prices. All property added later was considered at actual cost. 

The decision should result in cheaper discount and brokerage 
commissions for underwriting the sale of railroad securities, 
because of the reassurance investors receive. 

Prosperous railroads, according to the principles upheld, may 
be relieved, to a substantial extent, of paying to the government 
one half of their net railway-operating income in excess of 6 per 
cent. on the value of their property. They are relieved of interest 
on such income until its amount is determined. 

There will be continuation, for several years at least, of the 
high expense to the public (so far about $155,000,000), in federal 
taxes and transportation rates, of administering the valuation 
and transportation acts, but even though these expenses seem 
high, there are important uses to be made of the railroad valua- 
tions, including regulation of rates, security issues, depreciation, 
accounting, consolidations and recovery of excess railway-operat- 
ing income. 

The decision may clarify economic thought as to the reasons, 
if any, for differences in valuations for rate regulation, recapture, 
financing, consolidations and taxation. 


DECISION MAY AFFECT VALUATION 


Legislation will doubtless be advocated on behalf of the public 
to build extensions to national highway systems to provide com- 
petition to the railroads. An effort will be made to eliminate as 
arbitrary, fictitious and uneconomic some provisions of the inter- 
state commerce act and to propose instead a principle which 
allows railroads a fair return for the services rendered the public. 
A repeal of the provisions for finding or considering reproduction 
cost in fixing railroad values will probably be sought. 

The repeal would not accomplish its object as long as the 
established interpretation of the constitution is followed. Similar 
laws have been held void as an invasion by the legislative branch 
of government into the separate and exclusive domain of the 
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judiciary. If legislation of the type suggested is advocated, the 
railroads may propose amendments to permit determination of 
their net railway-operating income as an average over a reason- 
able period of lean as well as prosperous years, instead of for a 
a single year. 

The railroads may find it difficult to assemble conclusive 
proof of current or reproductive costs for even the major por- 
tions of their property. If the data are available, the serious 
problem of qualifying them as proof of an accurate measure of 
such cost still remains. The railroads may have to prove that 
all their facilities are a present necessity and convenience of 
the transportation plant; that they are efficient, economical and 
adaptable to transportation needs. If such a showing were 
made by railroads, the bureau of valuation of the commission, 
or interveners, might prove the contrary by the data taken from 
the numerous and frequent reports made by the railroads to the 
commission and other governmental agencies. These data may 
include a wealth of statistics as to such features as ill advised 
location, uneconomic grades and curvature, obsolescence in 
equipment, bridges, tunnels, shops and other buildings and struc- 
tures, the shifting of traffic to competing forms of transporta- 
tion and the probable cost of substituting for the railroad a more 
economical and efficient plant which would be capable of render- 
ing the required service. On such showings, conflict in evidence 
might be so great that doubts might be resolved by the commis- 
sion against the railroads. If the members of the commission 
agreed, and recited in the valuation order that it had duly consid- 
ered all evidence before it, it would be difficult for a railroad to 
reverse that order in court, even in a case where confiscation of 
property was alleged to result. Strength for such a disposition 
of the evidence by the commission is found in the regulation under 
which the renewal or replacement of railroad property as it is 
exhausted, damaged or retired from service is paid for as a current 
railway-operating expense. As prices advanced the increased 
cost of such renewals as are found in the present-day railroad 
would properly have been paid for at these advanced prices from 
the rates collected for service. If rates collectable have not been 
adequate to pay the advances in the costs of renewals plus a 
just contribution to depreciation reserves and a fair return on 
the value of the railway, the failure of the management to collect 
sufficient rates may have been due to economic causes. If the 
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owners, by waiving a fair return, have borne some or all of the 
higher costs of renewals there is more equity in the demand for 
rates to yield a return on the property valued at the present ad- 
vanced cost of reproduction. If not, the payment of the higher 
costs by the rate-payers shifts to the owners the burden of proving 
that this is not a duplication of charges. 


INCREASED RAILROAD VALUATION STIMULATES OTHER FORMS OF 
COMPETITION 


The value of railroad property is not insensible to competition 
which has been fostered by federal government aids to shipping 
through the opening and operation of the Panama Canal, through 
intercoastal and inland waterway development and harbor im- 
provements, and through the building of highways of more than 
one third the length of all main-line railway mileage. Such 
automobile highways connect with other systems and constitute 
altogether a mileage of three fourths the full length of all railway 
main-line mileage. Motor-bus, motor-truck and private-passen- 
ger-automobile operation on these highways has depressed the 
rates and volume of railroad passenger traffic, express, and package 
and less-than-car-load freight, even for long distances. The high- 
ways carry much freight that formerly went in car loads. Some 
applications have been granted to reduce passenger train fares 
as much as one half. The commission annually grants numerous 
petitions by railroads for reduction in service and abandonment 
of lines. This causes some compensation to the railroads, as the 
local trains discontinued and the lines abandoned were generally 
unprofitable before competition on the highways was effective. 
However, full consideration of all problems of highway transpor- 
tation raises a doubt that it will increase further as competition 
to railroads. 

Pipe-line construction has also provided considerable competi- 
tion to the railroads. Competition between rail and water car- 
riers at many points depresses rates to those common points. 
To avoid discrimination, which is forbidden by law, charges for 
shorter hauls to stations between these common points generally 
can not be higher than for the longer haul to the competitive 
points. This alone has tended to depress rates at nearly all 
stations. Other laws defeat possible economies in transportation, 
such as “full train crew”’ laws which put unnecessary employees 
on some trains, and franchises, ordinances, contracts, etc., which 
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regulate or interfere with the speed of operation, with station 
stops and with the abandonment of locations for roadway, sta- 
tions, shops, etc., which are no longer useful. 

On valuation questions many railroad labor unions opposed 
the claims of the owners. Their opposition was apparently based 
on the idea that the less the owners took out of the revenue, the 
more there would be for the workers. 


RAILROAD VALUES LESSENED 


Changes in conditions due to science and progress apparently had 
not been taken fully into account by the commission and were dealt 
with in the majority opinion in the O’Fallon decision only by in- 
ference. In a dissenting opinion emphasis is laid upon the extent 
and effect of obsolescence in decreasing the value of railroad 
property. Most railroads, including many trunk lines, operate 
over grades which were economical only for the traffic and equip- 
ment of a generation or two ago. On the other hand, the great 
amount of modern equipment and facilities which has been sub- 
stituted for obsolete property by the railroads within the past few 
years has increased the net revenue. Investments for these im- 
provements were commended in the dissenting opinion in the 
O’Fallon case. These improved facilities were the means of 
eliminating nearly one seventh of the number of employees 
previously required, and the dissenting opinion indicates that 
much further economy of operation might be effected by retire- 
ment of substantial quantities of obsolete facilities still in 
service. 

While under the decision the commission can justify a failure to 
value a railroad at or near the current cost of reproduction, a 
valuation at less than such cost might not be justified solely on 
estimated net reductions to be effected in the cost of transporta- 
tion by substituting the most modern facilities. It might be 
justified if it were shown that in the operation of modern equip- 
ment at or near its capacity over a roadway modernized to meet 
its requirements transportation expenses would be reduced 
enough to pay the increase in fixed charges for financing the im- 
provements. Such expensive betterments should be required by 
traffic which has outgrown existing facilities before the latter 
should be depreciated for obsolescence. 

While foreclosure prices are not close criteria of the value of 
railroads, the disparity between the present cost of reproduction 


325 




















The Journal of Accountancy 








and the upset or sale price is nearly always great enough to sug- 
gest caution in the use of such cost as a measure of value. A 
railroad or a branch or division thereof which would not be useful 
in consolidations and for which honest, economical and efficient 
management over a reasonable period of normal years can show 
no net earnings or other results of operation beneficial to owners, 
is worth little, if anything, more than salvage value. Railroad 
construction that was ill advised, lines which have been built for 
traffic which has been exhausted and lines which are unable to 
hold sufficient remunerative traffic against modern competitive 
forms of transportation constitute considerable railroad mileage 
which should be abandoned. 

Much wasteful transportation would be avoided by a discon- 
tinuation of service over such lines. The success of local interests 
in delaying the abandonment of such railroads is not generally 
merited by transportation necessity. The abandonment of 
main-line mileage within the past 15 years has greatly exceeded 
the mileage of new construction. Much information as to cause, 
extent and progress of obsolescence in railroad property has been 
accumulated with the increasingly numerous applications filed 
with the commission for the privilege of abandoning railroads or 
reducing service. 

These strong reminders of the blight of obsolescence in railroad 
facilities may be expected to affect the judgment of the commission 
in fixing the actual value of the railroads for the purposes of 
rate-making and recapture. 


PUBLIC AS A SECURITY OWNER BENEFITED 


A benefit to the investing public is the effect of the O’Fallon 
decision to discourage rate reductions. The increased diffusion of 
railroad securities among the general public since the valuation 
was begun has created an interest in supporting higher valuations. 
Interlocked with the interest of these investors is the indirect in- 
terest of the great multitude in all occupations and stations in 
life which is substantially affected by dividends received from 
mutual insurance companies, savings banks, trust companies, etc., 
having large holdings in railroad securities. 

The commission is not so limited by the decision that it must 
ignore a railroad’s financial structure. If it did this and relied 
exclusively or largely on the current cost of reproduction as the 
measure of a railroad’s ultimate value it would enable stockhold- 


326 








The Public's Interest in the O’ Fallon Decision 








ers who carried the smaller risk to receive the greater profit. 
The borrowers receive all the benefit of an increased valuation, 
the lenders, little. As an incident to the commission’s whole 
problem of regulation of railroads it can mitigate the burden on 
rates from an increased valuation by reducing the rate of return 
heretofore established by it as fair. It has changed the rate to 
534 per cent. If it should find that 434 per cent. would attract 
the capital needed by railroads when valued at current repro- 
duction cost the loss of 1 per cent. would annul approximately 
one fourth of the gain from the increases in the parts of the 
railway value due to changed costs. Practically, such reduced 
rate of return might be difficult for the commission to sustain in 
view of the findings by an eminent economist that a rate of 6% 
per cent. had necessarily been paid to attract capital required by 
twenty-four representative railroads having established credit. 


PRESENT TAXES AFFECT RATES MORE THAN THE DECISION 


The O'Fallon decision is not as apt to be the cause of an in- 
crease in rates as the taxes now collected, since railway taxes have 
an important bearing on rates. An increase in valuation due to 
increased cost of reproduction or other cause would be promptly 
used as a basis for increasing railroad taxes. Increases in rail- 
road taxes from 1913 to 1928 consumed more than one half of the 
net revenue derived from the shipments of the principal products 
of the soil of the representative agricultural sections of the coun- 
try. Within this time taxes on a typical railroad system increased 
to nearly four times as much as they previously were, and now 
consume approximately one half of all gross passenger revenue. 


RATES ARE NOT LIKELY TO BE INCREASED 


The chief concern of the public is the effect of the decision on 
future rates, although there is no indication that the railroads 
intend to use it as a foundation for wholesale upward revision of 
rates. No one wishes to establish rates so high that they will 
check production or transportation of goods or retard the pros- 
perity of the territory served. 

It is rather to the interest of all railroads to attract new and 
regain lost traffic. About twenty years ago the United States 
supreme court decided that it was the duty of public-utility 
managements to collect rates that would pay a fair return on the 
property used in the service and would provide the cost of re- 
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placement of items of property when their usefulness was ex- 
hausted in service. The managements of many public utilities 
could not fully enforce this right. Others would not attempt it. 
The decision in the O’Fallon case is even a less definite and posi- 
tive grant of power to public-utility managements. Rates high 
enough to pay a fair return on the current cost of reproduction of 
all railroads are not likely to be enforced now for the same or 
equally good reasons. Railroads make their money out of the 
growth of gross earnings over a long period (heretofore averaging 
about four per cent. per annum) and by their ability to reduce 
operating expenses. These considerations indicate that rates 
should gradually decline. Significant among the economies for- 
merly available to railroads, but realized more fully in recent 
years, are the savings in rentals paid by one railroad on the cars of 
another. Floodlights in freight yards permit operation for 
twenty-four hours every day and this has greatly increased the 
mileage per diem of cars and locomotives. The reduced number 
of cars required for the larger volume of freight avoided the 
consequences of car shortages. Mileage between locomotive 
terminals has also been greatly increased. 

One analysis of the effect of the O'Fallon decision on railroad 
rates, if reproduction costs are taken as the sole measure of the 
value of railroad property, shows that the probable increase in 
rates required would range between 5 and 10 per cent., the varia- 
tions being due to differences in conclusions regarding the real in- 
crease in costs. This estimate is made from calculations in which 
the commission's tentative valuation of all railroads as of 1920 
was the basic figure. From this latter figure deductions were 
made for land, working capital and intangibles to obtain the 
amount which represented that part of the property which would 
be affected by the fluctuations in costs which were in controversy 
in the O’Fallon case. This fluctuating part of the railroad cost 
was raised to current cost by multiplying by index numbers. 
Non-depreciable property included in this new cost was deducted 
to obtain the sum to be depreciated, from which depreciation was 
deducted. To the present cost of such fluctuating property, 
depreciated, were added intangibles, working capital, additions 
and betterments (since 1920) and non-depreciable property, 
including land, to obtain the ultimate value by giving full weight 
to increased costs. A return at the rate of 534 per cent. on this 
ultimate value was computed. It produces a sum to provide 


328 








The Public's Interest in the O' Fallon Decision 








which at a conservative estimate would require payment of rates 
from 5 to 10 per cent. higher than those collected in 1928. 

General increases to this extent in all rates would be difficult 
to effect in periods of comparative economic stability. As a 
result of the general disturbance in prices incident to the world 
war the commission in 1920 increased freight rates from 25 per 
cent. to 40 per cent., and passenger rates 20 per cent. following a 
previous increase of 40 per cent. Business did not then readily 
adjust itself to such great changes. Gross revenue rose in 1921, 
varying from 59 per cent. to 96 per cent. Reductions were sought 
by both shippers and travellers, and to a considerable extent by 
railroads. In 1921 rates on farm products were reduced 10 per 
cent. or more. In 1922 the commission ordered a general reduc- 
tion on all other freight amounting to 10 per cent. Further 
reductions in 1923 lowered rates approximately 5 per cent. 
more. Lowering of railroad revenue per ton-mile and per passen- 
ger-mile has since continued from year to year. These reductions 
occurred because of actual or potential competition, despite the 
commission's recognition of its obligation under the law to estab- 
lish remunerative rates and its denial of many railroads’ applica- 
tions for permission to reduce rates substantially. 

The influence of the O'Fallon decision may be relegated to a 
minor place by the unavoidable lapse of time before the commis- 
sion can make ultimate valuation of the railroads. Or its 
influence may be minimized by increased economies in transpor- 
tation by railroads and their competitors; by other economic 
causes including the shifting of general price levels and cost of 
railroad construction and equipment; by changes in the laws 
or their administration, or by railroad labor agreements. 
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What Is Surplus ? 


By Louis G. PELOUBET 


Basic conditions of surplus are contrast; opposites, as supply 
and demand; more of one thing than required. Conformably, 
commercial surplus is more net assets than required to equal the 
capital stock. The surplus is the excess net assets—not the bal- 
ancing figure which shows the amount by which the dollar value 
of net assets exceeds the face value of capital stock. On a con- 
densed balance-sheet we have a net-assets figure, a capital-stock 
figure and a resultant surplus figure. The surplus exists irre- 
spective of this figure. 

Standard dictionaries define corporate surplus as excess of net 
assets over par of capital stock—perhaps a tinge of technical sig- 
nificance but meaning no more than the word does in everyday 
talk. There is reason in so limiting the word in balance-sheet 
use, for when we say the total surplus is conglomerate and attempt 
to divide and separate the total we not only are inconsistent but 
at times face complications and difficulties almost, if not quite, 
insuperable. The factors from which we derive surplus are 
assets, liabilities and capital stock. If a portion of the assets 
can be offset against a portion of the result of the whole the 
dictionary definition is wrong. To set apart a portion of surplus 
against some one asset implies equality, the antithesis of surplus. 
To keep surplus to its proper place as a balancing figure, a mathe- 
matic, is to be consistent. 

Few statements of absolute fact are possible on a balance-sheet. 
In one figure surplus is an exact statement of fact; separated, it is 
almost certain not to be. United it stands, divided it falls. As 
Mr. Justice Holmes said in Edwards v. Chile Copper Co. (270 
U. S. 452) ‘‘we can not let the fagot be destroyed by taking up 
each item of conduct separately and breaking the stick. The 
activities and situation must be judged as a whole.” 

A noun is the name of a thing. It is difficult to conceive of 
surplus as a thing of itself. It has no qualities, color, size or 
shape. Having surplus cash you haven’t surplus, you have 
cash; surplus energy is not more surplus than you need but more 
energy. Surplus is meaningless until related to some thing. 
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The word seems by its very nature to be adjectival, or at most, a 
pronoun. 

Many courts have found occasion to define the word, and of 
these definitions the pronouncement of Mr. Justice Brandeis in 
Edwards v. Douglas (269 U.S. 204) is perhaps the best: 


“The word ‘surplus’ is a term commonly employed in corporate finance and 
accounting to designate an account on corporate books. . . . The surplus 
account represents the net assets of a corporation in excess of all liabilities in- 
cluding its capital stock. This surplus may be ‘paid-in-surplus’, as where the 
stock is issued at a price above par; it may be ‘earned surplus’, as where it was 
derived wholly from undistributed profits; or it may, among other things, 
represent the increase in valuation of land or other assets made upon a revalua- 


tion of the company’s fixed property.”’ 

As to banker’s surplus, in Leather Mfrs. Nat. Bank v. Treat (128 
Fed. 262), the court says, ‘‘When the statute uses it it does so 
with reference to the particular class of bankers to which alone 
it is applicable, and means the fund created by corporate or 
quasi-public institutions as an addition to or reinforcement of 
the share capital.” 

Banks do not differentiate surplus, they segregate a portion of 
it. With them the word has an accepted technical meaning which 
does not apply in corporation accounting. The bank separates 
its surplus into fluid and static, holding one available for dividends 
and the other not. That division is purely arbitrary—in no way 
based upon the origin of the surplus—and is analogous to the 
corporation stock dividend. 

The interstate commerce commission’s theory seems to be 
that while there is only one surplus it is divisible into two gen- 
eral classes by more or less arbitrary appropriation. That is, 
the commission attaches greater importance to destination than 
origin; to what is done with increment rather than to how it 
arose. 

The National Association of Railway and Utilities Commis- 
sioners, terming surplus “ profit and loss”’, define it as ‘‘ The col- 
lective title for a small group of accounts which form the connect- 
ing link between the income account and the balance-sheet. 
Its principal function is to explain changes in the corporate 
surplus or deficit during a given fiscal period as affected, first, 
by the net results of all the transactions reported in the income 
account; second, by appropriations of surplus for specific pur- 
poses made at the option of the accounting company; and third, 
by special and unusual transactions or adjustments such as are 
not regularly recorded in the income account.”’ 
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Accounting authorities seem to regard as important three 
descriptions of surplus: 


1. That measuring the amount of assets available for distribu- 
tion in dividends (one authority would have the word 
“‘surplus”’ used only in this way). 

2. That which measures the dollar value of unnamed assets as- 
sumed to be isolated to a specified use or purpose. 

3. That which indicates the source or origin of extraordinary 
increments (regardless of whether the assets indicated are 
present, in original or changed form, or have long since 
disappeared). 


As to point 1, in separating surplus to show what is available 
for dividends do we mean: 
(a) legally, 
(b) physically (dependent on availability of cash or other asset 
for distribution), or 
(c) practically (as a matter of policy; what the directors con- 
sider wise and justified) ? 


No one of these has any necessary relation to the balance re- 
maining over from earnings; not only earned but paid-in, capital 
surplus, etc. being legally available; physical surplus having no 
significance apart from available assets and the uncertainties of 
determining what is practically available being obviously no fit 
subject for certification. 

Must not we, therefore, abandon the idea that earned surplus 
necessarily has any connection with, or bearing upon, dividends? 

Earned surplus does not tell what has been earned; what has 
been paid in cash dividends; what has been capitalized in stock 
dividends; the proportion of dividends to earnings; what legally 
may be paid out in dividends; what practically remains subject to 
dividends; what the directors regard as subject to dividends. If 
the balance-sheet figure of earned surplus speaks at all it is of 
something other than these things, for certainly here it is silent. 

What, then, does it say? No more than to show what earnings 
have not been distributed, and that only if it is clearly known 
what really are earnings and only if dividends paid from other 
sources are excluded. 

If ‘‘earned”’ were here an informative qualifying word it would 
have significance, but it is a negative qualification; it shows 
something which has not been done, not something which will be 


done; it is a limitation—not an exposition—and it fails to dis- 
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tinguish between the different limitations on dividends. Earned 
surplus is left over from dividends; not for dividends. Since 
surplus is the whole thing no added, connected, qualifying word 
can enlarge it; additions must be restrictive. 

Regarding point 2, differentiation to show appropriation or 
impounding is more feasible because based on definite and read- 
ily ascertainable grounds, as the will or inclination of the direc- 
tors. Thus a banker’s surplus is clear-cut and well understood. 
But, however assigned or earmarked, it remains genuine sur- 
plus and the utmost balance-sheet separation which logically 
may be given it is to group it as: 


Surplus: 
NN iis nec we sd mubeabewe ee .. $100 
Unappropriated............ eee Ak ode 50 


preserving the integrity of the one surplus figure. 

When a part of surplus is segregated in qualification of an asset 
it is a reduction—not a separation—of surplus. A needed re- 
serve, of course, is not surplus at all. 

Concerning point 3, separation of surplus on the balance-sheet 
to show ow the assets were acquired, nothing inherent in the 
word warrants or justifies using it to denote source or origin; it 
rather denotes a present state. 

If appropriate to speak of a balance-sheet, as is often done, as a 
picture of a situation at a given instant of time, then like all 
pictures it can show only present existence—never source. A 
photograph takes the features as they are; why or whence does not 
register in the camera. 

If we definitely adopt this view even the simplest condensed 
make-up of surplus commonly shown on a balance-sheet: 


Surplus: 
Balance at beginning of year .. $100 
Add: net income of the year. . es a 30 
130 
Deduct: dividends paid................0: 20 


is illogical and out of place. As a present picture we must con- 
clude that no such presentation of surplus is permissible, that the 
one total figure of surplus is the only true balance-sheet figure 
and with that the balance-sheet is complete. With no surplus 
figure at all the picture would not be disturbed except mathe- 
matically. 
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The source of an asset neither determines nor indicates its 
money value or its useful worth. If you have a worn-out motor- 
car that is what you have, whether purchased with your own 
hard-earned money or a gift from your father-in-law. 

But under this view important information is excluded from the 
balance-sheet, and restrictive innovation in balance-sheet con- 
struction is to be well considered and adopted with caution. 
Yes, but, first, all this information, and more, can be submitted 
in a surplus-account statement supporting the balance-sheet 
figure, and, second, much of the information could be retained in 
the balance-sheet without offending the above conception. For 
example, if we had this situation: 


Cost of plant and equipment....... re. 
Excess of appraised value of plant and equipment « over cost... 100 
EEE re ee ee eh a a 400 
Excess of cost of inventory over market value... . ” $ 30 
Cost of marketable securities. ..... 500 
j xcess of market value of securities over cost.... ‘3 40 

Re Ya 2 ere ae a ae ee :; 200 
Share capital outstanding in stock certificates. . 1,000 
Amount of cash contributed at organization. . 100 
Premium received on capital stock sold for cash. 100 
Appreciation surplus..................+--. Sire e 110 
Total earnings, less total div idends paid bg akessshih a. 8 ie i 900 


it would properly enough appear in the picture thus: 


Plant and equipment, at cost (appraised value $1,100)...... $1,000 
Inventory, at cost (replacement value $370). ae 400 
Marketable securities, at cost (market value $540). 500 
SS Meee ELD A aries ero 200 
EEE TE CT OTT $1,000 
Surplus (of which $ is legally available for dividends) . 1 1,100 


This offends no balance-sheet principle; in each instance the 
two figures are present views but from a different angle, a photo- 
graph taken in two positions. 

To tag each asset or group of assets with ‘‘acquired through 
operation’’, ‘‘contributed by stockhoilders’’, etc. would show the 
source, but the fact that to keep this up is clearly outside the 
realms of the possible only serves to show how equally difficult it 
is to express the same thing by figures on the liability side of the 
balance-sheet. 

The simplest form to which corporate status can be reduced is 
expressed in two figures: 

RS eee ....... $10,000 


Number of capital shares outst inding. . 100 
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These consist of three main elements: 


Possessions (property and rights owned) 
Obligations (rights owing) 
Ownership (stockholders’ equity) 


of which the most concrete balance-sheet expression would be: 


NE BEE, os 5 5 < sa0t Ka Do owe oe $15,000 
ee INS. o. o:0e 519.006 Foe taawrcet ale ees 3; 
PRRUIIIIIIs 6.6 oo cessesercedndoinustteneel 10,000 


In dividing and re-dividing these three we face the first problem 
of balance-sheet expression—to what extent is division informa- 
tive, practicable, reasonable and logical; not how much can we 
find to say, but how little and say it all. Good balance-sheet 
construction is a matter of compression. That a balance-sheet 
should be made as full, clear and explicit as possible needs no 
argument, but how to achieve it is quite another matter. Of this 
one thing only are we certain, that wealth of detail is far from the 
correct answer. 

It is first to be noted that while assets and liabilities are di- 
visible according to their nature (character, condition, situation, 
relation, use, etc.) proprietorship is of one indivisible nature and 
can be separated only as to form; that portion which is formally 
fixed in representative shares and that which is not. Surplus is 
not a thing in the sense that ownership is; it is an arbitrary divi- 
sion of thelatter; it may be increased or decreased at will. Owner- 
ship is fixed, alike with assets and liabilities. We can not change 
the true value of cash by writing it up or down, nor if we truly owe 
John Smith $100 do we reduce that obligation by transfer to an 
account of other name. 

For a balance-sheet we set down on a sheet of paper words de- 
scriptive of, and figures representing, things, rights and obliga- 
tions. As a fact exhibitor the sheet is then complete—it shows 
all the stockholders have and all they owe—but it is unsymmetri- 
cal and incomplete mathematically. We add the par value of 
capital stock and still it is mathematically lacking, so we add a 
figure and make it a balanced sheet. That correlative and recip- 
rocal figure is a complement, an adjunct, and we call it surplus, 
with a meaning akin to the legal ‘‘surplusage’’ which ‘‘implies 
that the superfluous matter is such that its omission would not 
impair the true meaning nor the right of the party”’. 

The saying ‘‘surplus can not be bought”’ rests squarely on the 
fact that it is a figure, and a figure is not a marketable product. 
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Surplus of the commonest origin arises from the commercial 
exchange of an asset from terms of cost into another in terms of 
greater money value. 


We have at ata and at a still 
one date later date later date 
ON IE Eee $100 
Accounts receivable.............. $150 
RT i hg kc hace rain $147 
NS TT TCE eT Te 100 100 100 


This is complete as to the facts—we owned merchandise, sold it, 
and the purchaser discounted payment—but incomplete for our 
purpose. By force of necessity as well as for reasons of con- 
venience we want more; we need a balance figure to prove each 
step of the transaction, and it is convenient to know what the re- 
sultant balance figure represents. These are clearly two distinct 
things. We insert the balance figures arbitrarily and we keep a 
separate historical record of how the gain arose, thus: 


RN 0. ee arene Sook ol 05 tat $150 
I ass :62ds0 Arp era ey ara og cette seh dtabatenatat 100 

$ 50 
Coe Giscowmt. .. 0 kos wane a Ske 3 
Se oS 8 oot ey eeckn Ren . § 47 


If we refuse to believe the $47 is nothing more than a balancing 
figure and feel it must have other significance the furthest we can 
get is that it is a measure of the gain. The gain itself is in cash. 
The balance figure is analogous to the pound weight in a scale 
which on the opposite side supports a pound of butter. The 
weight represents the butter only in terms of avoirdupois—and so 
the net income represents the excess of assets only in terms of 
dollars. 

The transaction produces income and repeated incomes produce 
surplus. Surplus, of course, comes about in other ways too, ex- 
change of goods for goods, assets received gratuitously, liabilities 
forgiven, or natural increase, but however it arises it is always the 
same in principle and in the last analysis an increase in net assets. 

Commercial surplus, broadly speaking, is generated: 

1. By forces within the organization; 

(a) through specific operation—earnings 
(b) acquired by other efforts—specific or due to the or- 
ganization’s progress and improvement 
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2. By forces without the organization; 
(a) contributed by nature—natural increase 
(b) contributed by man—assets paid-in, liabilities re- 
mitted or by general progress and improvement 


Any and all such increment settles into increase in net assets. 

If, then, surplus can not be anything in and of itself other than a 
balancing figure we must dismiss the idea that a consecutive his- 
tory of transactions is or has any relation to surplus and regard 
such history as the story of the changes in net assets which hap- 
pens, by reason of our adoption of the perfect-balance idea, to end 
with the surplus figure. 

We can not escape the fact that the balance-sheet is an arrival, 
not a history, nor the other fact that the history of an enterprise 
is of prime interest and importance. Nor the third fact that the 
two are fundamentally different and not mergeable. 

Surplus is a stream of transactions and occurrences sounded by 
the balance-sheet; their relative positions thus: 


— | ee 


We leave Syracuse in the early morning and all day long travel 
leisurely along a broad smooth highway, now overhung with rocks, 
now arched with shading trees, past shiny little lakes, along racing 
brooks and at dusk come to Erie. Those are our impressions and 
remembrances. In balance-sheet form we were ‘‘at Syracuse in 
the morning, at Erie at night”’ 

Suppose the story of a given enterprise to be this: 


The organizers paid in assets for capital stock whose value exceeded par 


IIE 6.5.55 «0.0.00 bas ne psemh alee ha teres Galois .. $100 
The company prospered and earned from operation . ide sigh 3 aca a 500 
This enabled it to sell further stock at a premium of................ 50 


The company found a part of its land and buildings no longer needed for 
successful operation and sold them for an amount in excess of depre- 
Oe eer rere ee 

It then had the a, appraised : and found the book cost less than ap- 


praised cost by.... rr ere errr PR En 25 

$975 

It then retired the preferred stock at a premium of................. 30 

$945 
Pee NIE 5 5. <0 ceapis.onduncenbennnetagde ee baeeeee 

$745 

EE TED Ene Fe ee 100 
Leaving the difference between the dollar value of net assets and par of 

outstanding stock at the balance-sheet date................-.+0+- 645 
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Can we condense that story into two or three figures on the 
balance-sheet and lose nothing of it? Or shall we, by a separate 
surplus account, report all that happened during the year, the 
earnings, dividends thereon, dividends from other sources, various 
increments of other origin than earnings, etc? Or go even further 
and, on the theory that a business has only the one true period of 
operation—from its inception to its close—make the surplus ac- 
count cover the elapsed portion of that period? For example, let 
us take a business having a sole unit of production such as a 
brewery or an oil-producing company—perhaps the latter as more 
becoming at present. 


From 
organization 
(Jan.1,1919) Yearended Total 
to Dec. 31,1927, Dec. 31, for 

9 years 1928 10 years 
Barrels of oil sold....... ee 3,370 170 3,540 
Sales of oil... ; $3,590 $180 $3,770 
Cost of oil sold 1,788 101 1,889 
$1,802 $ 79 $1,881 
Depreciation. . . 337 17 354 
$1,465 $ 62 $1,527 

Deduct: federal taxes (income and capital 
stock) os x 83 5 88 
$1,382 $ 57 $1,439 
Deduct: interest paid 16 4 20 
I 8 ean ms $1,366 $ 53 $1,419 

Premium on capital stock issued for con- 

CN NE dk ce mece cane ds 100 100 
Realized from sale of capital assets 50 10 60 
Surplus paid in at organization 100 100 

$1,516 $163 $1,679 
Dividends declared. . i 1,200 50 1,250 
Credit balance of surplus account per bal- 


ance-sheet.......... oad eee $ 316 $113 $ 429 


Is not undue significance now given to the balance-sheet and 
too little to the surplus and income account? Although the 
balance-sheet is in the foreground of financial statements it is of 
secondary importance to the stockholder unless it shows values 
from a producing, as well as a security, viewpoint; he is mainly 
interested in earning power and dividend probabilities. We can 
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even imagine a stockholder’s contentment with some such bal- 
ance-sheet as this: 


Assets Liabilities 
Permanent assets, necessary working capi- 
SE ee ee ee reer retry ee Power to earn 
annually $ 
per share 
Cash and its equivalent not needed in the 
ESTEE ET CEC re $1,000,000 
Stockholdings OE Pe ee ee 10,000 shares 








In practice surplus is differentiated on the balance-sheet: 


1. In words and figures—by separating the total figure into 
parts and to each part attaching appropriate wording 
which 

(a) admits the parts are surplus—as earned paid-in, capital, 
appropriated, etc. 

(b) ignores that the parts are surplus—as reserves for 
dividends, contingencies, insurance, etc. 

2. In words only—by showing only the one total figure but 
describing it as earned, free, corporate, etc. 


Lest the reader think this question of showing surplus on the 
balance-sheet purely academic, consider the following terms ex- 
pressive of surplus taken from a handful of 1928 reports of in- 
dustrials picked at random: 


Surplus 

Surplus account 

Profit and loss 

Profit-and-loss surplus 

Profit-and-loss balance, being excess 
of assets over liabilities 

Net worth 

General surplus 

Accumulated surplus 

Further surplus 

Earned surplus 

Free surplus 


Surplus—appropriated 

Surplus—unappropriated 

Corporate surplus appropriated 

Corporate surplus unappropriated 

Capital surplus 

Paid-in surplus 

Special surplus 

Property surplus 

Surplus arising from appreciation of 
properties 

Reserve for dividends 

Reserve for contingencies 


Insurance-account surplus 


Clearly, then, it is a proper question to bring before the bar of 
accounting opinion for discussion. We know little of the forces 
which impel a people to clothe its words in that precise meaning 
essential to the intelligible interchange of thought and idea, but 
we do know, as the great Burke has said, that ‘‘ Writers, especially 
when they act in a body and with one direction, have a great in- 
fluence on the public mind.”’ 

Accountants of one mind in desiring to make the balance-sheet 
full, clear and explicit may yet differ as to the appropriate means 
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to that end; different roads may conscientiously be traveled to 
reach a common goal, but the road must reach that goal or we 
wander in by-paths. A balance-sheet which does not carry the 
intended impression fails to register and falls short of its goal. 
A balance-sheet, like a quarrel, takes two to make it effective. 
One must give it out in form and language such as the other will 
take in. 

As concerns the public, our financial statements are the finished 
product and by them are we judged. To seek uniformity, shun 
technicality and speak in words generally understood may be 
heretical doctrine for a profession, but a very young one can afford 
to depart, might even be commended for departing, from the in- 
grained practice of the older professions in that respect. 
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Profit-sharing Problems and Their Solution 
By GABRIEL A. D. PREINREICH 


Profit sharing is essentially an economic problem which, how- 
ever, is of considerable interest to the accountant because he is 
frequently called upon to interpret its practical aspects, formulate 
its provisions or translate them into figures. 

The origin of profit sharing in a modern sense may be traced 
to the gradual development of the means of production after the 
close of the Middle Ages. With the improvement of transporta- 
tion facilities markets expanded and stimulated the growth of 
productive units. Tradesmen depending for a living chiefly 
upon their own handiwork found it profitable to hire help in far 
greater numbers than before and gradually assumed supervisory 
duties. Problems of management began to receive consideration 
and the discovery was made that voluntary coéperation based on 
fair play produces better results than slave driving. 

The introduction of machinery created the modern factory 
with many thousands of workmen, whose performance could no 
longer be watched as closely as that of a few apprentices working 
under the master’s eye. Inducements in the form of bonuses 
were devised as a means of reducing the cost of supervision and 
incidentally to increase efficiency beyond the degree obtainable 
by supervision alone. With the corporate form of ownership 
management emerges as a separate calling, and it is found that 
the higher the type of employee the more necessary it is to inter- 
est him directly in the result of his efforts, because only in that 
manner will he be induced to invest the utmost of his ability in 
the business, the success of which is dependent upon his whole- 
hearted efforts and enthusiasm. In this way the field of profit 
sharing was gradually enlarged until it became an almost general 
practice to distribute a part of earnings among those whose 
efforts produced them. 

Bonuses offered on a scientific plan are preferably based on 
units related to the beneficiaries’ activities. Thus the extra 
compensation of workmen generally depends on their volume of 
production, salesmen receive a percentage of sales, the factory 
superintendent’s income increases with decreasing manufacturing 
costs, branch managers share in the profit of their respective 
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branches and the bonuses of the general executives and their 
assistants are computed on the net earnings of the entire business. 

Distributions not based upon the ultimate earnings of an 
enterprise or its quasi-independent subdivisions have become 
standardized in many lines of business and have gradually lost 
their essential characteristics as shares of the profit. Examples 
are salesmen’s commissions or the various factory wage systems 
originated by Taylor, Halsey, Rowan, Gantt, Emerson and 
others. Their computation is comparatively simple and does not 
call for assistance on the part of the professional accountant. 
The scope of profit-sharing agreements based on net earnings, on 
the other hand, expanded more and more and now includes not 
only management in a broader sense of the word, but often all 
employees and even customers. It is this apportionment of net 
earnings between owners and others which still seems to be the 
source of considerable perplexity, causing more and lengthier 
discussions in many staff rooms, and even among executives, than 
perhaps any other single problem with which accountants are 
confronted in the course of an audit. Apart from lack of familiar- 
ity with the technique of solution, the difficulties are largely 
caused by a conflict of viewpoints as to what constitutes profits. 

Under any conceivable profit-sharing plan the partners inter- 
ested in net earnings are all or several of the following: 


1. Owner 
2. Management 
3. Labor 


4. Customers 
5. Government 


From the owner’s point of view, the shares of 2, 3, 4 and 5 are 
expenses while the government allows only 2, 3 and 4. The 
status of management and labor depends upon the plan adopted, 
but the shares of 4 and 5, and frequently even 2, 3 and a part of 1, 
must be deducted before determining the adjusted profit on 
which their shares are based. The words “earnings,” “ profit”’ or 
‘“‘income”’ thus have a different meaning for each of the parties 
concerned, and it is therefore essential to reach an understanding 
regarding their use before the problem itself may be approached. 
In the following discussion the expression ‘‘net earnings of busi- 
ness’’ will mean the total amount distributable to partners 1, 2, 3, 4 
and 5, after all expenses considered as such by standard auditing 
procedure, but none of the profit shares, have been deducted from 


ae 
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gross income. The owner's share alone will be referred to as “net 
profit’, while ‘‘taxable net income” is defined as shares 1 plus 5, 
less non-taxable income plus unallowable deductions. Other 
phrases likely to occur, such as ‘‘net earnings after taxes’’, ‘‘after 
return on capital’’, ‘‘before depreciation” or ‘‘net profit after 
dividend on preferred stock’’, etc., should be interpreted in ac- 
cordance with these main definitions. 

Profit-sharing plans in actual operation vary as widely as 
human nature, but certain important elements are common to 
many. Distributive percentages are often expressed in terms of 
several bases, and the latter must be found by applying a series 
of deductions to the net earnings of the business. Some of the 
most frequent deductions are: 

1. Normal rate of return on capital. 

2. Profit shares, which are expenses to the owner. 

3. Additions to expense reserves omitted from income account. 

4. Additions to surplus reserves. 

Opinions as to what constitutes a normal return are expressed 
in the following deductions from net earnings: 


Stipulated dividends on preferred stocks. 

Constant dividend rate on common stock. 

Percentage of market value of common stock. 

Percentage on value of common stock derived from formulz 
based upon earnings. 

Percentage on aggregate of accounts receivable, inventories 
and fixed assets. 

6. Interest on investment (capital stock, surplus and undivided 

profits) at beginning of year. 
7. Interest on average investment for year. 
8. Constant percentage of net earnings. 


ht WN 


on 


The government, as partner ex officio, is, of course, in a privi- 
leged position, setting up its own rules for profit sharing. Man- 
agement, labor and customers, however, are less independent and 
thus their shares are computed in many different ways. Whether 
the portion of arbitrarily adjusted earnings due the bonus fund 
is expressed in percentages of such earnings or in terms of what is 
left after deducting the bonus has long been a favorite subject of 
debates and should be decided beyond doubt by verifying the 
original intention of the parties, whenever ambiguous phrase- 
ology of the text fails to give enlightenment. Whichever may be 
the case, fractions expressed in terms of the gross base may 
readily be converted into terms of the net base, or vice versa, by 
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deducting the numerator from the denominator or adding it 
thereto. For instance 12/100 of the gross amount equal 12/88 
of the remainder. Similarly 4/16 plus 3/16 of gross equal 4/9 
plus 3/9 of a net of 9/9. 

Additions to expense reserves and surplus reserves are popular 
deductions, although from the point of view of accounting theory 
they are open to several objections which will be discussed in a 
subsequent paragraph. 

A typical formula for determining the amount of the profit- 
sharing fund will read somewhat as follows: 


1. Net earnings before depreciation... . $ 
2. Less: 8% dividend on preferred stock $ 

3 8% dividend on common stock. . 

4. 5% of ‘*1”’ for calling first preferred. . 

5 5% of ‘‘1”’ to reserve for depreciation. 

6 5% of “1” todividend equalization fund 

2 Adjusted net earnings $ 
8. Less: Federal income tax. ; $ 

9. Profit share of directors. . 
10. Profit share of employees. 
11. Adjusted net profit. Paus ; $. 


Profit share of directors 5% of adjusted net profit. 
‘ employees 5% “ = is si 

It will be noticed that the first group of deductions is dependent 
on known amounts only, so that the adjusted net earnings may be 
obtained without difficulty. In the second group, on the con- 
trary, all items are interdependent and unknown. The only clue 
as to their respective amounts is contained in rather roundabout 
hints, suggesting their ratios to each other as well as to adjusted 
net earnings. It is evident that under these conditions the 
formula in the form submitted is of no practical use, except as a 
proof sheet, after the unknown amounts have been determined 
by recourse to algebra. Equations may be set up and solved in 
many more or less complicated ways by persons familiar with that 
branch of mathematics, but it is rather difficult to find a standard 
method adaptable to all situations and yet simple enough to be 
acceptable to those members of the accounting profession who 
dislike the very sound of the word ‘‘algebra.”’ 

Before attempting to reach conclusions as to the simplest pro- 
cedure to be followed, it is advisable to survey the field. Balder- 
ston’s Managerial Profit Sharing contains a wealth of data con- 
cerning a wide variety of profit-sharing agreements in actual use 
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by prominent commercial and industrial firms, from which the 
following representative samples have been selected and adapted 
for our purposes: 


1. After 12% dividend on capital stock, 44 to management. 

2. After 6% on capital stock, surplus and undivided profits at 
beginning of year, 12% of remainder or $400,000, which- 
ever is less, to bonus fund. 

3. After 5% on invested capital at beginning of year, 4% of 
remainder up to 10% of capital and 15% of excess to 
profit-sharing fund. 

4. After 10% on capital stock, 25% of remainder to employees, 
25% of then remaining earnings to customers. 

. After 7% on preferred stock and $5.00 per share on common 
stock, 5% of remainder to reserve for amortization of 
preferred stock and 10% of then remaining earnings to 
bonus fund. 

6. After 10% on investment at beginning of year, 344% of 
earnings to pension fund and 20% of remainder to man- 
agement. 

. After 8% on first preferred and 7% on second preferred, 5% 
of remainder to reserve for depreciation and 5% for calling 
first preferred. One half of new remainder to labor and 
management. 

8. After 744% on market value of capital stock, 5% of re- 
mainder to each of reserves for dividend equalization, 
bad debts and contingencies. 10% of then remaining 
earnings to directors, 50% to labor and 40% to capital. 

9. After 8% on preferred and 6% on present value of common 
(average net profit after preferred dividend for last five 
years capitalized at 6%), 40% of remainder to manage- 
ment. 

10. After 7% on average investment for year, 5% to managers, 
5% to employees. 

11. After 10% on average capital, one third to management. 
One third of remainder to labor. 

12. After 4% of earnings to sinking fund, 6% on average in- 
vestment to surplus and 17% of remainder to manage- 
ment. 

13. After 50% of earnings are paid to stockholders, a percentage 
on salaries is distributed, equal to percentage of dividend 
on capital stock. 

14. After 7% preferred dividend, 1% on salaries given as bonus 
for each $100,000 of net increase in surplus. 


mn 


~ 





Federal income tax is deductible in all cases, before any other 
deduction may be made. 

In order to make the problems definite and to avoid the use of 
symbols for known amounts, the following figures will be used in 


345 














The Journal of Accountancy 








all solutions as the values of the elements of computation set 
opposite them: 


$1,000,000 Common stock, capital stock, first preferred stock, second pre- 
ferred stock, market value of capital stock, total investment in 
plants, inventories and accounts receivable. 
Invested capital at beginning of year. 
$ 500,000 Salaries. 
Total net profit (after preferred dividend) of the four years im- 
mediately preceding year under consideration. 
$ 300,000 Net earnings of business before such items of expense, if any, as 
are specifically mentioned. 
$ 1,000 Excess of unallowable deductions over non-taxable income. 


As already shown in the formula on page 344, almost all problems 
require certain computations which may be performed readily as 
well as others for which a knowledge of the final result is necessary. 
It is obvious that, if we dismiss the first group (lines 2—6), by per- 
forming the computations indicated, our task will be greatly 
simplified. Upon examining the second group, we find that the 
items are interconnected like so many links of a chain and that 
the aggregate of deductions (lines 8-10) and remainder (line 11) 
equals the adjusted net earnings (line 7), the amount of which we 
already know. It is further noticeable that the owner’s share 
of such adjusted net earnings seems to occupy a central position 
with respect to the other links, since the relationship of all links 
to each other may be stated only through the intermediary of 
this central link. The line of least resistance thus points to this 
undetermined portion of the owner's share as our most acceptable 
unit for further computation. This unit should not be confused 
with net profits or taxable net income; it is merely a remnant of 
earnings, after deduction of several more or less arbitrary 
amounts. 

Using the symbol ‘‘C”’ (capital) for our unit we soon perceive 
that while we are unable to say how many ‘‘$”’ the management's 
share will amount to, we may state readily, how many ‘‘C”’ it is 
going to be. As an example, in problem 1 the bonus will be one 
half of ‘“‘C”’; in problem 2, 12/88 of ‘‘C’”’; in problem 3, 15/85 C; 
and so on. 

Slightly more complicated is the definition of the government's 
share; we know, however, that if the tax is 12/100 of taxable net 
income it must be 12/88 of the income after taxes. The latter 
income, in turn, is the aggregate of ‘‘C”’ plus all items of taxable 
income in the first group (lines 2, 3, 4 and 6), plus unallowable 
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deductions less non-taxable income. The amount of the tax will 
thus be: 
12 
In problem 1. canis -gg(C + 120,000 + 1,000) 


; 12 
Qo. eeeeee erences g(C+61,000) 


Adding all links of the chain we obtain the amount of the 
adjusted net earnings (line 7) in terms of our unit ‘‘C”, which 
must equal the same amount in terms of the unit “‘$”. The rest 
of the work consists merely in finding the factor of ‘‘C” and 
dividing it into the factor of ‘‘$”’ to obtain ‘‘C”’ in terms of dollars. 

Problem 1 may, therefore, be solved as follows: 


C+5+5.(C+121,000)=$ 180,000.00 


22C+11C+3C +363,000= $3,960,000. 00 
36C= $3,597,000. 00 

C=$ 99,916.67 

Management = 49,958.33 
Federal income tax= 30,125.00 





$ 180,000.00 

12% dividend = 120,000.00 

Net earnings =$ 300,000.00 

The taxable net income is represented by: ; 

12°, dividend on capital stock... . .. $120,000.00 
_ Re ee ee ae fadeaae 99,916.67 
Federal income tax......... ; ee 30,125.00 
Unallowable deductions (net)....... 2 1,000.00 
( ae ssesesces Sede 
Tax 12% thereof. . sacssankes 4 oe 
while the net profit consists of: ae 
12% dividend on capital stock............. $120,000.00 
c atte a ee ee 99,916.67 


IN. 5-0 ¥000keaeeu ant aieeieeeee $219,916.67 





The equations of the other problems are built up in the same 
manner: 


2 

2. +504 3 (¢+61,000)= 240,000 
22°22 

3. c+5 +(C +117,666.66)= 150,000 


4. After deducting 10% on the capital stock and the tax, employees, cus- 
tomers and owners share the remainder in the ratio 4/16, 3/16 and 9/16 re- 
spectively, or in terms of the last item (our unit C), in the ratio 4/9, 3/9 and 
9/9. Therefore 


~~ 
C49 +5 +35(C+ 101,000) = 200,000 
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5. If we disregard the tax, the three unknown items are the appropriation 
for amortization of preferred stock, the bonus and the final balance, all of 


. 2 9 
which may be expressed in terms of a common base as = 19’ 10 and - 19 ‘espec- 


; 10 19 iz Sj be Gret i een. 
tively, equivalent to — 190 ’ 190 224 jog° Since the first item increases surplus, 


the undetermined portion of the owner’s share (C) is the sum of the first and 


181 
last items or —— as against ——~ due the management, so that 


190 150 
; 
C+— 181 +5 (C + 121,000)= 180,000 
oe : , —_ we Ls 
6. Pension fund, management and owner share in the ratio 965 5°50 
5 


35 : 193 : 772. ee additions to pension fund an allowable deduction 
— ‘ : 
3 +5 +on (C+ 101,000)= 200,000 
$42 é 
If depreciation is an allowable deduction without adjustment and “5% 
for calling first preferred’’ a surplus appropriation, the ratio of unknown ele- 


‘ 1 a. 9C 
ments to each other being (8°18 °2°2' then the bonus must be 10 and the 


i, | OR , ; 
depreciation 10 respectively, or in abbreviated form 


3 
2C+55(C +151,000)= 150,000 


8. The addition to reserve for bad debts is considered an allowable deduction 
and is therefore not included in C. The ratios are 


iM eer 
*17°17'°10°'10°10°° 


( | ded ss 
17 Hs 7°10°10'° 
£17 


: 85; and the equation 
200C , 12 
+—(C+76,000)= 225,000 
- <— 

Up to this point, all problems presented were basically alike. 
The great majority of profit-sharing plans belongs to this group; 
more complicated provisions, such as the following, are com- 
paratively rare: 


2/,. 500,000+C Win 
9. c+2(« —— ) +7 +81,000)= 220,000 


In this case no bonus may be paid at all, unless the last year’s results are 
more favorable than the average of the four preceding years, since otherwise 
the second expression of the equation becomes a negative quantity. 


10. All elements of computation being aeneem, C represents the net profit. 


~ fh 3. "2 
( +5}C- -i90( 1 000 000+5)} + +55 (C+ 1,000) = 300,000 
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11. c+(j+ 3) }~Zo0( 1:000,000+5) | +3 3 (C-+1,000)= 300,000 


12. If the word “earnings” is defined as the net earnings of the business 
after federal income tax, then 


17. 6 ¢) $51 3 
C+93)C- st9( 1,000,000+5 as 300,000 —35(C+1,000) | 


+5(C+1,000)= 300,000 


1 3 500,000 
13. C+ +} 300,000; 5(C *+1,000) | Tyan + +55(C+1,000)= 300,000 
500,000 C 
14. C+ ~X 790,000 t 3(C+71,000)= 230,000 


Throughout the foregoing analysis of profit-sharing problems, 
the writer has been guided by the desire of stating all equations in 
the simplest form consistent with the clear segregation of con- 
stituent elements. Contractions obscuring the relationship of 
the various links of the chain to each other are really steps toward 
solution and must be avoided in the initial presentation, in order 
that the translation of words into figures may be followed without 
difficulty. Unfortunately, certain relationships can not be stated 
in their simplest form without complicating matters at the other 
end of the chain. In problems 5, 6, 7 and 8, for instance, it 
might be argued that the unit ‘‘C”’ is derived in a very compli- 
cated manner. If, however, we tried to simplify matters by not 
including undetermined surplus appropriations in “C,” we 
would have to include their symbols in the formula of the tax, 
which would, in that event, become very complex, instead of 
remaining almost uniform for all problems. Difficulties of this 
kind may, perhaps, be reduced by the judicious use of several 
equations with several unknown elements in each, but such ex- 
pressions require a higher degree of mathematical training and 
the saving in time, if any, is negligible for practical purposes. 

The following rules may, therefore, be relied upon to produce a 
fairly simple and easily understood formula for ordinary profit- 
sharing agreements: 

1. Express in dollars and cents all items that may be so ex- 

pressed and adjust the net earnings by their aggregate. 

2. Define the unit of further computation as the sum of all still 

undetermined items of taxable income (except the tax itself). 

3. Express all other undetermined items in terms of this unit, 

using intermediate bases for gradual conversion, whenever 
necessary. 
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4. Add all expressions obtained by following rules 2 and 3 and 
place the result equal to the adjusted net earnings com- 
puted in accordance with rule 1. 

By solving for ‘‘C”’ and substituting its dollar equivalent in 
the various links of the chain, the amounts of bonus, tax, etc., are 
readily determined. 

Before starting work on an assignment of this nature, it is, of 
course, necessary to ascertain that there is no misunderstanding 
as to facts and intentions described in the text. In actual prac- 
tice it is nearly always possible to ascertain just what treatment of 
the various expense or surplus reserves is acceptable to the com- 
missioner of internal revenue or what the originator of a profit- 
sharing plan meant by the word “‘earnings”’ in a particular sen- 
tence. Theoretical problems are necessarily at a disadvantage in 
this respect, because doubts as to facts must be resolved by more 
or less arbitrary assumptions, with which the reader may agree or 
disagree. In either event, it is hoped that the careful study of the 
problems presented and a comparison of the respective phrases 
with their mathematical equivalents may be helpful to those who 
would like to practise the art of translating words into figures 
before approaching profit-sharing problems of their own. 

Returning now to a general survey of the profit-sharing agree- 
ments as represented by the samples submitted, a regrettable 
lack of uniform principles and a certain disregard of sound ac- 
counting theory are apparent. It may be impossible to establish 
an ideal profit-sharing formula adaptable to all trades and condi- 
tions, but a few general rules could undoubtedly insure a more 
scientific approach toward the individual problem. 

Omitting the details of bonus distribution and accepting the 
sometimes contested rule that federal income tax is an expense of 
the business and not of the owner alone, there are only two ques- 
tions, which the originator of a profit-sharing plan must answer: 

1. What is a normal return on capital? 

2. What values should be placed on the respective contribu- 
tions of capital, management and labor toward excess 
profits? 

Normal return on capital is a fair wage for services rendered 
and should be deducted from the net earnings after taxes to 
place capital on an equal footing with management and labor, 
which have already received the market value of their services. 
It is necessary, however, to distinguish between the equities of the 
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preferred and common stockholders. The former are creditors 
rather than owners, so that dividends and redemption premiums 
on preferred stock are really a part of the cost of borrowed 
money. While this is an extreme view, not so generally accepted 
as to enable us to include such items of expenditure in the income 
account, we may adapt it for our purpose and say that a normal 
return on that portion of capital which is represented by pre- 
ferred stocks may be defined as the stated dividend rate plus an 
addition to a reserve which will accumulate the redemption 
premium as, if and when needed. Expenses incidental to the 
floating of issues may be considered deferred charges to operations 
or be combined with the reserve for redemption premiums, de- 
pending upon the merits of the case. 

Conclusions regarding the normal rate of return on the equity 
of the common stockholders may be reached in various ways. 
The present value of the assets representing that equity and a rate 
reflecting risks and conditions peculiar to the trade will give one 
result; the market value of the common stock, or its artificial 
equivalents for close corporations, coupled with the money rate 
for high-grade loans, will giveanother. The first method evaluates 
earning possibilities in terms of the rate, the second in terms of 
the capital. Theoretically, both should give the same answer, 
since only one amount may truthfully be described as a fair wage 
for the same services rendered during the same period. Book 
values based on cost do not give satisfactory results, because 
capital should be measured in terms of actual wealth and not in 
terms of money spent for its acquisition. If the appreciation of 
fixed assets, as determined by periodic appraisals, is credited to a 
special capital-surplus account, present value and book value will 
not differ materially. 

Deducting, then, the adjustments mentioned, as the wages of 
capital, we arrive at excess profits, otherwise described by oppos- 
ing schools of economic thought as ‘‘a mistake to be corrected”’ 
or as ‘the motive power of human endeavor.” 

From this fund, the partners are entitled to draw: in theory 
according to the value of their respective contributions, in prac- 
tice according to their bargaining powers depencent upon the 
ratio of demand versus supply for each class. Capital, being the 
least abundant commodity, is in a position to dictate what the 
respective shares shall be. Our second question is, therefore, 
answered by the owner’s conscience. 
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There is no reason why a profit-sharing contract should con- 
tain further provisions, and yet complications discussed in previ- 
ous paragraphs are due entirely to this superfluous group. 

Additions to expense reserves should have been deducted in 
the proper sections of the income account, before determining the 
net earnings of the business. Attempts to stabilize earnings, 
however, often take the form of omitting certain expense items 
from the income account and allocating to them a share of the 
income thus inflated in disregard of the fact that such expenses 
accrue independently from operating results. Depreciation and 
bad debts seem to be the favorite selections for this treatment, 
by means of which the good years help to carry the burden of the 
bad years, thereby insuring a steadier dividend and bonus rate. 

As for surplus reserves, their only function is to give warning 
that certain assets had better be preserved for specific purposes. 
Admitting the need of protecting the owner against himself, it is 
difficult to see why management and labor should be made to 
pay for that necessity. If, for instance, a plant will have to be 
replaced by new construction, at twice the cost of its original 
acquisition, is it fair to deduct a certain percentage from earnings 
to build up a reserve for new construction? What is needed to 
build the new plant is cash, not a reserve; unless cash is accumu- 
lated, no reserve can help. And what happens when the con- 
struction is completed? Expenditures have been charged to new 
plant account, the old plant was absorbed by the reserve for de- 
preciation, and the reserve for new construction is still intact, 
only to be returned to surplus. A melon is eventually cut for the 
stockholders out of the contributions of employees, who are 
thereby doubly jeopardized because increased depreciation 
charges on the larger investment will reduce future earnings. 
Reserves for the retirement of the principal amount of bonds or 
preferred stock are examples of the same fallacy. It is not neces- 
sary at all to set up a species of duplicate liability, but merely to 
allocate certain assets gradually to meet liabilities already on the 
books when they fall due. Those assets, it is true, must be earned 
first, but to pay liabilities deductions will have to be made from 
assets, notfromearnings. Additions tosurplus reserves are, there- 
fore, not legitimate deductions from earnings and their introduc- 
tion into profit-sharing plans merely increases the owner’s share. 

If profit shares of others, constituting expense to the owner, 
must be deducted before determining the base for those profit 
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shares, it similarly means that smaller portions of net earnings 
are actually distributed. It would be just as easy to say that the 
beneficiaries are to receive smaller shares of the net earnings. 

As long as the bargaining powers of the parties to a profit- 
sharing plan are as unequal as under present conditions it may, 
perhaps, be idle to speculate upon what is a fair deduction and 
what is not. The owner is willing to part with just so much; 
what does it matter how large a percentage of what amount he 
may choose to call his figure? On the other hand, nothing pro- 
motes efficiency and enthusiastic coéperation more than the 
evidence of fair play. A multitude of deductions contrary to 
sound theory will inevitably engender the suspicion that they 
have been introduced only for the purpose of nullifying the effects 
of an unpremeditated impulse of generosity. Why does not 
the employer state in the simplest terms what he is willing to 
give? Incidentally the accountant’s task would become simpler, 


too. 
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Cost Accounting Applied to Municipal Work 
By F. R. CHAILQUIST 


In 1921 the Minnesota legislature, under the provisions of 
chapter 274, provided that when any municipality or political 
subdivision “‘shall determine that any public work or construction 
is necessary to be done either by contract or by day labor, or 
otherwise, an estimate of cost thereof shall be made.”’ This law 
also provides that accurate accounts shall be kept for each proj- 
ect and ‘‘that such account shall show in accurate tabulated form 
under appropriate headings the total of all classes, kinds and 
descriptions of work performed and of all material entering into 
such public work or construction . . . including the cost of all 
materials, supplies and services furnished or paid for by said 
municipality and the cost of all labor when said work or construc- 
tion is done by day labor; and when said work or construction is 
done by contract, the price paid to the contractor for each class, 
kind or description of work performed and materials furnished; 
and in all cases the cost of all overhead, the cost of engineering, 
and of all other expense involved in the total cost of such public 
work or construction, which total shall be tabulated and distinctly 
shown.” 

It is apparent from the foregoing excerpts from the law that its 
requirements can be met only by the establishment of a rather 
detailed cost-accounting system. The law, however, failed to 
provide any penalty for non-compliance with its provisions; 
consequently it was not surprising to find the various municipali- 
ties slow or altogether neglectful in taking steps toward adoption 
of an adequate accounting scheme. 

Beginning with the year 1925, the board of county commis- 
sioners of Hennepin County by resolution committed themselves 
to the adoption of a cost-accounting procedure for work on roads 
and bridges which would meet the legal provisions. The system 
installed at that time has been in continuous operation since, and 
is believed to be one of the first cost-accounting systems in the 
United States for work on county roads and bridges, if not the 
first. Cost accounting for municipal work at that time was 
something unheard of and so radical a change from the customary 
procedure that it was only natural it should meet with a certain 
amount of opposition, or at least passive resistance to its require- 
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ments. The necessity of reporting, accounting and being held 
responsible for materials, equipment and time, and of having 
these items, together with overhead, segregated and compiled 
into unit costs which reflected the efficiency or inefficiency of the 
individual and the organization as a whole represented a pro- 
cedure heretofore never dreamed of and not to be countenanced 
in municipal affairs. This opposition has now to a great extent 
disappeared, and it is possible to get the information which must 
be forthcoming in all cost work. 

The advocates and supporters of the plan realize that they have 
not traveled far in cost work when the yardstick of the better 
managed private enterprise is applied to their efforts, but it is 
believed that the past four years’ experience has proved without a 
shadow of doubt that cost accounting, properly applied, can be 
and is one of the best means of reducing the tax burden, stimulat- 
ing municipal management and promoting to a considerable 
degree the same efficiency, economy and foresight existing in and so 
essential to private industry with its ever narrowing profit margin. 
Cost accounting can be the most effective tool in the executive’s 
kit, if it serves management facts hot as news—not cold as history. 
It must prophesy—not merely record past performance. Un- 
fortunately municipal accounting in the past has invited indiffer- 
ence rather than attention on the part of those who most need the 
benefit of a properly conceived and operated fact-finding or- 
ganization. 

In presenting this outline of a part of the procedure, it is frankly 
admitted that the motives are selfish. The writer and his as- 
sociates are looking for suggestions, comments and constructive 
criticism from any source whatsoever, and from those who have 
had experience in like work an exchange of ideas. If, in addition, 
this article may perchance be of some assistance to someone now 
wrestling with the same problems that confronted Hennepin 
County in 1925, it will be a double reward for any effort put 
forth in telling this story. 

For the purpose of illustration, a graveling job has been selected. 
The law, as noted, provides that before any job is started an 
estimate shall be made. Estimates are prepared in duplicate by 
the highway-engineering department and submitted to the county 
board. The board either approves or rejects such estimate. 
When an estimate is favorably acted upon, a copy of the approved 
estimate is forwarded to the accounting department. 
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As the essential facts of the estimate are shown in the cost re- 
port on the following pages, it is not necessary to submit a copy 
of such estimate for the purpose of this discussion. It may be of 
interest, however, to mention at this point that as soon as the work 
was approved the foreman was supplied with a copy of the esti- 
mate and mimeographed time cards bearing the same operation 
classifications as those shown in the engineer’s estimate of cost. 
It is apparent, therefore, that the engineer establishes the necessary 
operation classification at the inception of the job. This classifi- 
cation is rigidly adhered to except in so far as it is necessary to 
make changes upon authorized approval. To have the story of 
the job comparable from its beginning to its end, it has been found 
very essential to insist upon a detailed operation estimate and 
strict compliance with such operation classification in reporting 
both labor and material. As the cost work is all done on Holle- 
rith tabulating machines, the Hollerith tabulating card is used 
as a time card, payrolls being compiled mechanically from the 
time card made out by the employee. 

After completion, the cost report on pages 357 and 358 was 
compiled for the job under consideration. 

The detailed cost sheet covers every commodity or ingredient 
entering into the production, while the summary of cost, in addi- 
tion to giving an abbreviated history of the job, analyzes and 
compares quantities, total costs and unit costs. 

The engineering department’s estimate of cost when made 
was set up as an encumbrance against the annual budget and 
was also used as a measuring stick of the progress of the work 
during the time it was being done. 

The engineering department’s final report was made after the 
job was completed and is the same as the estimate except only for 
the fact that actual instead of estimated quantities are used. 

The cost based on the previous year’s averages, together with 
the engineering department’s estimate and final report, is a 
comparative measuring medium used to determine whether or not 
actual costs are just and warranted. To some extent, where it 
has been possible, unit costs of like jobs performed by units other 
than in the immediately surrounding territory have been com- 
piled and averaged. This composite figure has then been used 
as an additional yardstick for measuring and justifying actual 
costs. This is the closest approach to the use of standard costs 
that has yet been made. 
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Generally speaking, the length of haul will have a definite 
influence on hauling costs. For this reason, the length of haul 
is set forth on all gravel-job cost sheets. 

After the cost reports are made, the individual operations are 
recapped and averaged, so that by the end of the season a com- 
parative report of unit or operation costs is available. The 
summary of such average unit costs, as incorporated in the 
annual report, is illustrated by the summary of gravel-hauling costs 
for the year 1928 on page 360. This summary gives a three-year 
comparison for each of the three media used for performance of 
the gravel-hauling operation; namely, by county trucks, by hired 
trucks, or under contract. As will be noted, this gives a rather 
clear-cut picture of the relative merits of the three methods in use. 

The benefits derived from the installation of a cost-accounting 
scheme have been to a great extent the same as those derived by 
private enterprise. Establishment of proper cost-accounting 
procedure, whether it be municipal or private, means first of all 
better control over labor, material, equipment and overhead 
items. When the sins of omission and commission are recorded, 
brought to light and charged against someone, it is only natural 
that the improvement should be rather pronounced. To illus- 
trate this point and the general saving that cost accounting can 
effect in municipal affairs, two examples may be cited. In 1928, 
with more and older equipment, the cost of repairs and main- 
tenance amounted to $60,381, as against $93,037 in 1925, the year 
in which cost accounting was installed. The unit cost for hauling 
gravel with county trucks in 1925 was 23.57 cents. In 1928 with 
practically the same personnel and exactly the same wage scale 
in effect it was 16.3 cents, which means that the 1928 programme 
for this particular operation would have cost $5,940 more in 1925. 
These are only two of many savings that could be mentioned. 
Many of the benefits can not be measured in dollars and cents, as, 
for instance, the increased sense of responsibility starting with the 
executives and reaching to the laborer in the field; the possibility 
of planning future work more intelligently and effectively; the 
revelation of faulty and wasteful methods, past and present, 
etc., etc. Against these savings must be set the expense of 
accounting, amounting in 1928 to $10,587. Of this amount not 
to exceed $8,000 is chargeable to cost accounting, as at least 
$2,500 to $3,000 would be required whether any cost account- 
ing was done or not. 
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Cost Accounting Applied to Municipal Work 














Several years’ experience with municipal affairs leads to the 
opinion that, excepting only the possibility of devising some 
scheme which would always insure the selection of the most 
capable man for every public office, good accounting can do more 
toward stimulating and maintaining economy and efficiency in 
public affairs than any other one thing. Municipal budgeting 
has been acclaimed as the most important advance in municipal 
government. There is no question that proper budget procedure 
does insure proper planning and consideration of expenditures, 
but it falls down in that it does not provide an effective follow-up 
capable of measuring and appraising in a manner understandable 
both by officers and citizens the quantity, quality and unit cost 
of the services and production received for the outlays provided 
in the budget. In other words, no effective yardstick is provided 
for assuring the public that their servants have been efficient as 
well as honest—and administration can be effective only when it is 
both efficient and honest. 

Studying and providing the accounting procedure necessary to 
produce this highly desirable information seems to be of sufficient 
importance, both from a civic and selfish viewpoint, to warrant 
the consideration of the best accounting minds in the country. 
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Accountancy in Porto Rico 
By R. BETANCOURT DEL VALLE 


Accountancy in Porto Rico before the American occupation in 
1898 was of very little importance, although it was taught in 
some public and private institutions of learning, for at that time 
the industrial organizations as well as business in general were 
limited, and operations commonly were of a local character. 
The accounting systems used by businesses were very simple and 
generally consisted of day book, journal and ledger. Single 
entry was most used. The government had a code of accounts 
for municipal corporations and for the insular governmenx. 
Today governmental accounting has been improved to fit present 
needs, because the old systems became obsolete. The first in- 
stitution of learning in the island was the so-called Instituto de 
Segunda Ensefianza. This institution was created by the 
government. It was governed by a special commission known 
as the Tribunal Superior de Ensefianza. An entrance exam- 
ination was required for admission. Studies leading to high 
credits and degrees were carried on. The bachelor’s degree 
represented more or less the equivalent of our present high- 
school course, but in reality the subjects taught were of both 
high-school and college grade. In preparation for a business 
career the institute offered a course leading to the degree 
of ‘‘perito mercantil.’”” The subjects taught generally were 
composition, mathematics, geography, bookkeeping, economics, 
history, business law and some other subjects, in accordance with 
a programme approved by the governing authorities. 

At that time there also existed in Porto Rico an important 
institution of learning known as the Sociedad Econémica de 
Amigos del Pais. It had a division for the teaching of com- 
mercial subjects and granted to its graduates the same degree of 
‘‘perito mercantil,’’ which had the approval of the government. 
Those graduated from this institution were well trained in the 
science of bookkeeping and accountancy and many of them are 
our pioneer accountants. Upon the reorganization of the 
system of public schools under the American régime commercial 
courses were introduced, and practically all the preparatory 
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subjects required for college entrance are now taught in our 
commercial high schools. 


THE INSTITUTE OF ACCOUNTANTS 


The accounting profession in Porto Rico is now properly 
organized. There is a society of accountants known as the Porto 
Rico Institute of Accountants. There are also many other 
accountants in the island who do not belong to the institute, 
but their number can not be ascertained. The organization was 
first created as a private body, about February, 1922, but soon 
afterwards, in the month of May of the same year, it was incor- 
porated under the associations law of Porto Rico. The institute 
at first had great difficulties because of its meagre membership 
and the lack of enthusiasm among the few members. The 
membership, which until a little later after its incorporation 
consisted of about twelve or fifteen persons, included only six 
or eight at first. Some of them left the society doubtful of its 
success, but those who fostered the idea of its foundation never 
abandoned their goal. The roster of the institute today records 
about seventy-five members, consisting chiefly of accountants 
and auditors of corporations of recognized importance, public 
accountants and professors of business administration. The 
number of C. P. A. members of the institute is about eighty per 
cent. of its membership. I do not hesitate in mentioning these 
facts, because it is quite natural and logical that an institution of 
this kind should be sustained by a limited number of members 
in the beginning, until its objects meet with some success. 

The chief objects of the association are as follows: 


“To unite the accounting profession in Porto Rico; to standardize the 
profession of accountancy; to promote and maintain high professional and 
moral standards; to safeguard the interests of accountants; to advance 

the science of accountancy; and to develop and improve their education 
and to promote cordial intercourse among all accountants in Porto Rico.” 
Admission to the institute is by examination. There is a 
board of examiners consisting of five members appointed by the 
board of directors, two of whom are elected from the directors. 
The board of examiners each year elects from among its members 
a chairman and a secretary and, with the approval of the board 
of directors, prepares its own rules for the examination of can- 
didates. The examination is divided in two parts, consisting, 
first, of a questionnaire prepared by the examiners through which 
they determine the academic standing, training and experience 
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of the candidate. After this the examiners can admit the 
candidate or deny admission to the second and final part—a 
written examination consisting of the following: (a) Accounting, 
theory and practice; (b) commercial law, including taxes; (c) 
auditing, and (d) economics. 

After the first part of the examination the board in its discre- 
tion may waive the written examinations in the case of any 
person of good moral character who fulfils all the requirements 
of the board, is over twenty-five years of age, is in possession of 
his civil rights and prior to his application has practised for at 
least five years as accountant, chief accountant or auditor of a 
corporation of recognized importance in the opinion of the 
board, provided that this experience shall not be accepted by the 
board unless the candidate has practised as a public accountant 
on his own account in the island of Porto Rico at least during 
the two previous years, or else has had experience which in the 
opinion of the board is equivalent to two years of active prac- 
tice as public accountant in the island of Porto Rico. When the 
candidate is approved by the examiners he is recommended to 
the board of directors which may elect him a member or deny 
him admission for proper cause. By an amendment to the rules 
of the institute admission is limited to those who pass the written 
examination or are holders of a certificate of public accountant 
granted by the government of Porto Rico or of any state of the 
union. 

The institute is governed by a board of directors composed of 
seven members elected at an annual meeting of the society. 
There are regular committees on professional ethics and arbitra- 
tion; election and meetings; finance; instruction and terminology; 
legislation and by-laws, and publicity. The committee on 
legislation was created with the specific purpose of obtaining 
statutory laws favorable to accountants, and to express its 
opinion in behalf of the institute as to the promulgation, amend- 
ment or enactment of laws in so far as they concern or affect 
the accounting profession. 

The committee on instruction and terminology has coéperated 
with institutions of learning in the improvement of teaching 
methods. The institute labored to convince the board of trustees 
of the university of Porto Rico that a school of business adminis- 
tration was desirable, and many interviews were held with the 
university authorities, which resulted in a plan of codperation 
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between our university and the university of Boston, and the 
establishment of a college of business administration in Porto 
Rico. The college is headed by Everett W. Lord, a former 
commissioner of education of Porto Rico and at present dean of 
the college of business administration of Boston university. 

The main object of the publicity committee is to make known 
the purposes of the institute in Porto Rico and abroad. 

The institute was officially represented at the international 
accountants congress held at Amsterdam in July, 1926. 


THE ACCOUNTANTS’ BILL 


A bill for the regulation of the practice of public accounting 
was submitted to the legislature but failed three times. In 
1927 such a bill was passed, although not as prepared by the 
committee of the institute. The law provides that any citizen 
of Porto Rico (an American citizen who has resided for at least 
one year in Porto Rico) who has received a licence and has regis- 
tered his signature in the accountants’ register in the office of the 
executive secretary of Porto Rico and has filed a fidelity bond in 
behalf of the people of Porto Rico can practise his profession in 
the island of Porto Rico. It provides also for a board of exam- 
iners which, with the approval of the governor, may draft rules 
for examination of candidates. A person who desires to be a 
certified public accountant shall be of legal age and shall pass 
the examinations prescribed by law. Applicants must have 
practised as accountants for not less than two years prior to 
date of application and must be graduates of four-year high- 
school courses or have an equivalent education. Examinations 
shall be held at least once a year and shall be in practical ac- 
counting, theory of accounts, auditing, commercial law and taxes. 
Reciprocity is provided with states or territories of the union 
whose qualifications are similar, when the same privilege is ex- 
tended to accountants practising in Porto Rico. 

The board can revoke, cancel or suspend the registration of 
any certificate of certified public accountant for delinquency 
or inexcusable ignorance. Action of the board can be reviewed 
by a district court through a writ of certiorari. Penalty for 
practising as a certified public accountant without authority or 
for malicious misconduct or gross negligence in the performance 
of professional duties shall be a fine of not less than $200 nor more 
than $1,000 or imprisonment in jail for not less than 90 days nor 
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more than one year, but in case of a second offense the offense 
shall entail punishment of imprisonment. 


CONCLUSION 


The practice of public accounting in Porto Rico is now in its 
first stage, although for many years there has been a limited 
number of public practitioners. At least from the year 1915 
some firms of accountants have been established and engaged 
solely in public accounting practice. Since 1928 more account- 
ants have been engaged in professional practice, although only 
a few firms are exclusively so engaged. 

The institute has been making steady progress since its foun- 
dation and all its members are making a concerted effort toward 
improvement. 
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EDITORIAL 


oe The entire accounting profession has a 
of Stock Dividends vital interest in all questions relative 
to the declaration of stock dividends 
and their treatment by the recipients. It is only within the past 
five years or so that the tendency to declare stock dividends has 
assumed an importance of substantial magnitude. In earlier 
years stock dividends, in their present form, were practically un- 
known; but now there are many companies which make it a 
practice to declare stock dividends with periodic regularity and 
there are many others which adopt the principle either for the 
purpose of increasing the number of shares without affecting the 
capital structure or indirectly to distribute surplus. Some 
months ago the editorial pages of THE JOURNAL OF ACCOUNTANCY 
contained comment upon the policy of the North American Com- 
pany in declaring dividends in stock equal annually to ten per 
cent. of one’s holdings, and it seemed to us then, as it does now, 
that this plan in the case of the North American Company is 
sound so long as the company’s ratio of earnings to stock out- 
standing is not impaired. If the time comes when the issuance 
of a regular stock dividend will reduce the rate of earnings per 
share it seems to us that it will be the signal for adoption of a 
different policy. It is no doubt true that by retaining the sur- 
plus earnings in the company it has been possible to finance ex- 
pansion of a material nature without going into the market for 
money. But there is another aspect of the case which evidently 
calls for comment because a special committee of the New York 
stock exchange has taken the matter under consideration and 
has issued a comprehensive report. 


Every accountant, whether his practice 
be in large city or small, is bound to feel 
an interest in the broad, general ques- 
tion of the treatment of stock dividends. It is, therefore, desir- 
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able to quote in full the brief statement prepared by the com- 
mittee. The report reads as follows: 





“In the requirements for the listing of investment trusts recently pro- 
mulgated by the stock exchange, a provision was incorporated to the 
effect that investment trusts should not include stock dividends in their 
income accounts. In recent weeks, the wisdom of this ruling has been the 
subject of discussion between the stock exchange and representatives of 
many companies affected by its operation, and a special committee has 
been looking into the question of stock dividends from the point of view 
of the exchange with a view to clarifying the issues involved. 

“Based on the report of this committee to the governing committee, 
the following statement of position is made: The interest of the stock 
exchange in the method by which companies account for stock dividends 
arises out of its consistent policy of attempting to obtain, in connection 
with corporate returns, such a clear disclosure of the relevant facts as will 
enable the investor to properly appraise the listed securities in which he is 
interested. 

“The stock dividend has, in late years, become an important instru- 
ment in the financial policy of American corporations, and there can be 
little doubt that its use is still in the early stages of development. In 
particular is it of value to corporations in growing industries requiring 
the use of large additional amounts of capital, as it permits them in some 
measure to obtain this capital in the simplest manner from their own stock- 
holders, and, at the same time, permits these stockholders, if they are so 
inclined, to realize upon their share of current or past earnings so capi- 
talized. 

“ Coincident with the development of the stock dividend, there has taken 
place the development of the less than $100 par and of the no-par-value 
stock, together with the practice of having large capital or paid-in sur- 
pluses; and these relatively new conceptions have led with increasing fre- 
quency to the corporate practice of partial or complete recapitalization 
through the form of so-called ‘ split-ups.’ 

“As a matter of definition from the point of view of the exchange, a 
true stock dividend represents the capitalization, in whole or in part, of 
past or current earnings; while a split-up has not of necessity any relation 
to earnings and may mean nothing more than a change in the form in which 
ownership in an existing situation is expressed. 

‘“‘ Accounting practice, in striving to adapt itself soundly to these impor- 
tant developments in corporate procedure, has not yet reached the point 
where a mere perusal of the year’s accounts will suffice to reveal to the 
average investor in what manner he has been affected by action taken 
during the year in the matter of stock dividends. On this account, it is 
felt that the exchange is justified in seeking to obtain, wherever possible, 
for the benefit of the investor such supplementary information as may 
assist him to a correct understanding of the accounts themselves. 

“ Applications for listing which involve questions relating to stock divi- 
dends will be considered in the light of the foregoing. In view of the large 
and constantly increasing number of listings on the exchange, either origi- 
nating in stock dividends or involving questions that have to do with stock 
dividends, an effort will be made to obtain for the investor such information 
as may place him in the position to determine in connection with stock 
dividends received by him, to what extent they constitute true stock divi- 
dends representing the capitalization of current or past earnings, and to 
what extent, if at all, they represent merely split-ups involving an expres- 
sion in a new form of what was already his. In any event, it is felt that 
the individual investor should make such independent investigations as 
seem desirable in order to be quite sure that he understands in each instance 
how he has been affected by the declaration of a stock dividend. 

“When stock dividends are received by investment trusts, holding com- 
panies or other corporations, the manner in which these dividends are 
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accounted for by the receiving company presents a problem somewhat 
different from that attending the accounting for the payment of stock 
dividends by the declz airing company. Current practice varies all the way 
from the policy of ignoring stock dividends in their entirety in the income 
account of receiving companies to the policy of taking them into the 
income account whether they have been realized upon or not at the full 
market value on the date received. 

“Uniform accounting practice today seems to favor as sound procedure 
the ignoring of stock dividends in the income account of receiving com- 
panies. However, it has been urged on behalf of investment trusts, hold- 
ing companies and others, with what seems to us to be some measure of 
justification, that a technical interpretation of the nature of stock dividends 
may operate to hamper management in the adopting of perfectly reasonable 
and proper dividend programmes of their own, whether in cash or in stock, 
and may even under certain circumstances force them as recipients, for 
technical reasons, to realize upon stock dividends which for business reasons 
they would have preferred to hold. 

“It may be that accounting practice will undergo certain modifications 
in the light of these new tendencies, but it is too early to form an opinion 
as to the direction that this modification is apt to take. It is possible that 
a schedule of all stock dividends received will suggest itself as a desirable 
addition to the annual report of investment trusts, holding companies and 
others; or, conceivably, a new departure in accounting theory may permit 
the inclusion of stock dividends in some form or other in the income 
accounts of receiving companies. 

“At the present time, it appears as if the exchange could go no further 
than to take the position that it will raise no objection to the method by 
which investment trusts, holding co:apanies and others account for stock 
dividends received by them and not realized upon, provided there is the 
fullest disclosure of the procedure adopted, and provided that these are 
not included in the income accounts of the receiving companies at a greater 
dollar value per share than that at which they have been charged to income 
account or earned surplus account by the paying companies. The manner 
in which receiving companies account for stock dividends received by 
them and realized upon during the period under review is a matter 
which the committee will pass on in connection with each specific in- 
stance.”’ 


This report which was presented on September 4th was adopted 
by the governing committee on September 11th and it is, there- 
fore, an expression of the New York stock exchange 


As an illustration of the evils which 
may arise from placing a mistaken 
value upon stock dividends, let us 


Pyramiding the 
Proceeds 


assume that company A issues a 5 per cent. dividend to its stock- 
holders. This dividend is payable in stock only and is carried 
on the books of company A as having a value of $5. The market 
price of company A's stock, however, has advanced in the course 
of an unprecedented bull market to, say, five times its book 
value. On the basis of market value the new stock issued in 
the form of dividend is, therefore, worth $25, and we shall 
assume that company B, holding a large block of stock, receives 
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this dividend and enters it in its own books at the market value 
of $25. Company B, imbued with a sense of the wisdom of the 
stock-dividend policy, then computes its various profits and in- 
crements (chiefly derived from its holdings in company A) at 
market value and itself declares a stock dividend of 5 per cent., 
largely based upon the assumed market value of its investments. 
The stock dividend of company B is received in part by company 
C, which owns all the stock of company B, but instead of being 
carried on the books of company C at the price which is reflected 
even on the books of company B, it is carried at the market price, 
and, inasmuch as company B’s stock has soared with the rest of 
the market, it is worth apparently five times its declared value 
and, therefore, instead of being carried at $25 it is carried at $125. 
This case is not so incredible as it sounds because we have heard 
of procedure very closely resembling that which has been out- 
lined in this series of assumptions. In other words, the value of 
dividends originally based upon earnings of $5 is carried in the 
books of the recipient once removed at an amount twenty-five 
times as great. This is geometrical progression with a vengeance. 


It is a fundamental theory of modern 
accountancy that assets should be 
valued at cost or market, whichever be 
the lower. This is not an ideal formula and once in a while it 
errs on the side of conservatism, but taken as a whole it is a 
fairly safe and sane measure of the value of assets. At any rate, 
no one has suggested a better way, and until some farseeing ac- 
countant can improve upon the existing philosophy it will con- 
tinue to find favor in the courts of the profession. What shall 
be said, then, of the theory that cost should be entirely ignored 
and market only should be the value? Let it be granted at once 
that market value is an excellent value, while the market is on 
the upward grade—but what will be the state of affairs when the 
market is declining? Let us revert to the case of company C 
which we have mentioned. Suppose that the market values of 
stock in companies A and B decline as rapidly as they have 
risen. Where will be the point at which the value of the assets 
of company C should be pegged if cost be ignored? It will be 
argued, of course, that dividends have not cost anything, but 
that is scarcely a profound thesis and will not find support in 
either economic or accounting councils. 
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There is an additional and even more 
important feature in this whole discus- 
sion which is not mentioned in the 
report of the special committee of the New York stock exchange. 
That report, it seems, is concerned solely with an attempt to 
discourage unjustified inflation of asset values. The important 
question to which we have referred is largely a matter of law, 
or the interpretation of law, and here we are on surer ground, for 
the supreme court of the United States has let it be definitely 
known that stock dividends are not income. Now, if they are 
not income, how shall they be taken into the accounts of a 
company as income, especially at a price far above the amount 
fixed as their value by the issuing company? Eisner v. Macomber 
(252 U. S. 189) is the leading case upon which countless tax suits 
have been decided since 1920. In the majority opinion of the 
court, the whole question of whether a stock dividend is income 
or not is clearly discussed and the following brief excerpts are 
germane to the present discussion: 


Stock Dividends Are 
Not Income in Law 


“Can a stock dividend, considering its essential character, be brought 
within the definition [i.e., income]? To answer this, regard must be had 
to the nature of a corporation and the stockholder’s relation to it. We 
refer, of course, to a corporation such as the one in the case at bar, organ- 
ized for profit, and having a capital stock divided into shares to which a 
nominal or par value is attributed. 

“Certainly the interest of the stockholder is a capital interest, and his 
certificates of stock are but the evidence of it. . . . Short of liquidation, 
or until dividend declared, he has no right to withdraw any part of either 
capital or profits from the common enterprise; on the contrary, his interest 
pertains not to any part, divisible or indivisible, but to the entire assets, 
business and affairs of the company. Nor is it the interest of an owner in 
the assets themselves, since the corporation has full title, legal and equi- 
table, to the whole. The stockholder has the right to have the assets em- 
ployed in the enterprise, with the incidental rights mentioned; but as 
stockholder, he has no right to withdraw, only the right to persist, subject 
to the risks of the enterprise, and looking only to dividends for his return. 
If he desires to dissociate himself from the company he can do so only by 
disposing of his stock. 

“For bookkeeping purposes, the company acknowledges a liability in 
form to the stockholders equivalent to the aggregate par value of their 
stock, evidenced by a ‘capital stock account.’ . . . The dividend nor- 
mally is payable in money, under exceptional circumstances in some other 
divisible property; and when so paid, then only (excluding, of course, a 
possible advantageous sale of his stock or winding-up of the company) 
does the stockholder realize a profit or gain which becomes his separate 
property, and thus derive income from the capital that he or his predeces- 
sor has invested. 

“In the present case, the corporation had surplus and undivided profits 
invested in plant, property, and business, and required for the purposes of 
the corporation, amounting to about $45, ‘000, 000, in addition to outstand- 
ing capital stock of $50,000,000. In this the case is not extraordinary. 
The profits of a corporation, as they appear upon the balance-sheet at the 
end of the year, need not be in the form of money on hand in excess of 
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what is required to meet current liabilities and finance current operations 
of the company. Often, especially in a growing business, only a part, 
sometimes a small part, of the year’s profits is in property capable of divi- 
sion; the remainder having been absorbed in the acquisition of increased 
plant, equipment, stock in trade, or accounts receivable, or in decrease of 
outstanding liabilities. When only a part is available for dividends, the 
balance of the year’s profits is carried to the credit of undivided profits or 
surplus, or some other account having like significance. If thereafter the 
company finds itself in funds beyond current needs it may declare divi- 
dends out of such surplus or undivided profits; otherwise it may go on for 
years conducting a successful business, but requiring more and more work- 
ing capital because of the extension of its operations, and therefore unable 
to declare dividends approximating the amount of its profits. Thus the 
surplus may increase until it equals or even exceeds the par value of the 
outstanding capital stock. This may be adjusted upon the books in the 
mode adopted in the case at bar—by declaring a ‘stock dividend.’ This, 
however, is no more than a book adjustment, in essence not a dividend but 
rather the opposite; no part of the assets of the company is separated from 
the common fund, nothing distributed except paper certificates that evi- 
dence an antecedent increase in the value of the stockholder’s capital inter- 
est resulting from an accumulation of profits by the company, but profits 
so far absorbed in the business as to render it impracticable to separate 
them for withdrawal and distribution. In order to make the adjustment, 
a charge is made against surplus account with corresponding credit to capi- 
tal-stock account, equal to the proposed ‘dividend’; the new stock is issued 
against this and the certificates are delivered to the existing stockholders 
in proportion to their previous holdings. This, however, is merely book- 
keeping that does not affect the aggregate assets of the corporation or its 
outstanding liabilities; it affects only the form, not the essence, of the ‘lia- 
bility’ acknowledged by the corporation to its own shareholders, and this 
through a readjustment of accounts on one side of the balance-sheet only, 
increasing ‘capital stock’ at the expense of ‘surplus’; it does not alter the 
pre-existing proportionate interest of any stockholder or increase the in- 
trinsic value of his holding or of the aggregate holdings of the other stock- 
holders as they stood before. The new certificates simply increase the 
number of the shares, with consequent dilution of the value of each share. 

‘A ‘stock dividend’ shows that the company’s accumulated profits have 
been capitalized, instead of distributed to the stockholders or retained as 
surplus available for distribution in money or in kind should opportunity 
offer. Far from being a realization of profits of the stockholder, it tends 
rather to postpone such realization, in that the fund represented by the 
new stock has been transferred from surplus to capital, and no longer is 
available for actual distribution 

“The essential and controlling fact is that the stockholder has received 
nothing out of the company’s assets for his separate use and benefit; on 
the contrary, every dollar of his original investment, together with what- 
ever accretions and accumulations have resulted from employment of his 
money and that of the other stockholders in the business of the company, 
still remains the property of the company, and subject to business risks 
which may result in wiping out the entire investment. Having regard to 
the very truth of the matter, to substance and not to form, he has received 
nothing that answers the definition of income within the meaning of the 
sixteenth amendment. 

‘Being concerned only with the true character and effect of such a 
dividend when lawfully made, we lay aside the question whether in a par- 
ticular case a stock dividend may be authorized by the local law governing 
the corporation, or whether the capitalization of profits may be the result 
of correct judgment and proper business policy on the part of its manage- 
ment, and a due regard for the interests of the stockholders. And we are 
considering the taxability of bona-fide stock dividends only. 

“We are clear that not only does a stock dividend really take nothing 
from the property of the corporation and add nothing to that of the share- 
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holder, but that the antecedent accumulation of profits evidenced thereby, 
while indicating that the shareholder is the richer because of an increase of 
his capital, at the same time shows he has not realized or received any 
income in the transaction. 

“It is said that a stockholder may sell the new shares acquired in the 
stock dividend; and so he may, if he can find a buyer. It is equally true 
that if he does sell, and in doing so realizes a profit, such profit, like any 
other, is income, and so far as it may have arisen since the sixteenth 
amendment is taxable by congress without apportionment. The same 
would be true were he to sell some of his original shares at a profit. But if 
a shareholder sells dividend stock he necessarily disposes of a part of his 
capital interest, just as if he should sell a part of his old stock, either before 
or after the dividend. What he retains no longer entitles him to the same 
proportion of future dividends as before the sale. His part in the control 
of the company likewise is diminished. Thus, if one holding $60,000 out 
of a total $100,000 of the capital stock of a corporation should receive in 
common with other stockholders a 50 per cent. stock dividend, and should 
sell his part, he thereby would be reduced from a majority to a minority 
stockholder, having six-fifteenths instead of six-tenths of the total stock 
outstanding. A corresponding and proportionate decrease in capital 
interest and in voting power would befall a minority holder should he sell 
dividend stock; it being in the nature of things impossible for one to 
dispose of any part of such an issue without a proportionate disturbance of 
the distribution of the entire capital stock, and a like diminution of the 
seller’s comparative voting power—that ‘right preservation of rights’ in 
the control of a corporation. Yet, without selling, the shareholder, unless 
possessed of other resources, has not the wherewithal to pay an income 
tax upon the dividend stock. Nothing could more clearly show that to 
tax a stock dividend is to tax a capital increase, and not income, than this 
demonstration that in the nature of things it requires conversion of capital 
in order to pay the tax.” 


The conclusion of the court is summed up in the following 
paragraph: 

“Thus from every point of view we are brought irresistibly to the con- 
clusion that neither under the sixteenth amendment nor otherwise has 
congress power to tax without apportionment a true stock dividend made 
lawfully and in good faith, nor the accumulated profits behind it as income 
of the stockholder.” 

Four justices dissented from this opinion. Justice Holmes was 
of opinion that the sixteenth amendment justified the tax and 
Justice Day concurred. Justice Brandeis, with the concurrence 
of Justice Clark, in a long dissenting opinion, seemed to base 
opposition to the court’s decision largely on the ground of 
common understanding — that is, the dissenting conclusion seems 
to be that people generally regard stock dividends as income. 
Upon this point, however, there will probably be wide differences 
’ - 

of opinion. 
: } is important to determine to what 
Is Accounting Practice _ is 
To Be Changed? extent the treatment of stock dividends 
as income would be of benefit to the 
public. As we have already pointed out in the beginning of 
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these notes, such a practice in the case of a succession of corpora- 
tions holding stock in each other would not produce any lasting 
benefit—rather would it mean the beginning of a complete 
change in the system of accounting practice. It would be attrib- 
uting to what is really an unearned and unrealized increment 
the status of actual cash, and that, as most accountants see it, is 
unsound. There may bea little astonishment that the announce- 
ment of the stock exchange does not go further and specify 
certain essentials to be required in the accounting systems of all 
corporations whose stock is accepted for listing. The attempt 
to solve individual problems as they arise may fail at times; but on 
the other hand there will be such great differences in conditions 
that the exchange is probably wise in preferring to reserve to 
itself a certain amount of discretion. 
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The decision of the circuit court of appeals that profit realized on sale of 
county or municipal bonds is not subject to federal income tax is one that will 
open the door to considerable discussion. This decision, it will be remembered, 
is an affirmation of one made November 17, 1928, by the United States district 
court, district of Minnesota, in the case of Charles W. Bunn v. Collector. 

The court holds, ‘‘ While taxation of a privilege where the tax was measured 
by property or income consisting in whole or in part of such securities has been 
upheld, yet the distinction has been carefully observed ‘between an attempt to 
tax the property or income as such and to measure a legitimate tax upon the 
privileges involved in the use thereof’, and no such tax has been sustained 
where it was levied directly upon such securities ar the income therefrom.” 

It is to be assumed that bond houses which purchase entire issues of county 
and municipal bonds and resell! them to their clients at a profit are exercising a 
privilege involved in the use of such bonds and that the profits are taxable. 

Furthermore, it is undoubtedly a proper assumption that the client who pur- 
chases these bonds is not subject to tax on the profits realized on sale or other 
disposition of such securities. If this is a proper interpretation of the distinc- 
tion (of which we are not certain), it seems to the lay mind a rather fine dis- 
tinction. 

It is probably true that the ultimate purchaser of these bonds is animated by 
a desire to acquire property the income of which is assured and the principal of 
which is subject to little, if any, fluctuation of value. It is not equally clear 
that the taxation of an increase of value realized by the ultimate purchaser 
would “prove a burden on loans” and ‘‘an impediment to the power of bor- 
rowing.” 

However, if one carefully ponders the subject he becomes cognizant of the 
fact that interest rates fluctuate and, therefore, the value of bonds as an income- 
producing instrumentality must also fluctuate. One can readily conceive that 
a bond, issued by a municipality whose credit is of prime quality at a rate of 
interest which at the time of issue was conservative, may, at some time in the 
future, have a value in excess of its par value because its yield is in excess of the 
yield of current securities of a like character. If, at such a time, the holder of 
the bond for any reason sells it at the current market, he will, of course, realize 
a profit, but it is not quite apparent why the taxing of the profit would effect 
an impediment to the power of borrowing. 

The reason behind this decision seems to turn upon what animates an ulti- 
mate purchaser of county and municipal bonds to acquire such securities. It 
never has occurred to us that such bonds were desirable for other than their 
income-producing proclivities, and in using the word income we have in mind 
only income from interest. It has always been accepted by us that any income 
or loss from sale or other disposition of such securities resulted in taxable gain 
or loss. 

To fortify our view of this problem we remember that bond buyers, in 
determining the price to be bid for the issue, consider the credit of the issuing 
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government; its power to levy taxes to meet the debt service involved in the 
issue, and the ability of the taxpayers to pay the taxes to be imposed on them. 
Upon acquiring the bonds at par or at more or less than par, the bond houses 
offer them to the public and sell them on the basis of what they wili yield in 
interest. In other words, it has always seemed apparent that the purchasers 
of these securities were animated by the yield in interest and the assurance that 
the principal would be forthcoming at date of maturity. If the bonds were 
purchasable at less than par, that factor was evidenced in the yield, which 
would, of course, be higher, and the purchaser gambled that the principal would 
be paid on maturity thereof. 

This decision should be very helpful to the market value of county and 
municipal bonds which, because of speculation in stocks and high interest rates, 


have been in the doldrums for some time. 
SUMMARY OF RECENT RULINGS 


The depreciation determination made by the commissioner in ascertaining 
the gain or loss on the sale of a manufacturing plant is approved, it being held 
that the burden of proof resting on a taxpayer, even in an equity suit, who 
contests the prima-facie correctness of such determination was not sustained. 
(U.S. district court, district of Connecticut. U. S. of America v. Frank P. 
Farrell, et al.) 

Under sales agreements insuring purchasers against loss from market price 
declines, payments made to such purchasers in the year subsequent to the year 
of sale are held not deductible by the vendor from income of the year of sale 
inasmuch as the liability did not accrue in that year. (U. S. circuit court of 
appeals, middle district of Pennsylvania. Highland Milk Condensing Co. v. 
D. W. Phillips, collector.) 

Compensation paid officers owning 98 per cent. of the stock of a corporation, 
under a contract to pay them a salary and a commission on all business in excess 
of a specified amount, pursuant to which contract all but a small part of the net 
profits were absorbed, is held unreasonable, and the redetermination by the 
board of the amount of salaries deductible as a business expense is affirmed. 
(U. S. circuit court of appeals of the seventh circuit. Am-Plus Storage Battery 
Company v. Commissioner of internal revenue.) 

The instalment basis of reporting income from the sale of real estate in 1925 
is held allowable under section 212 (d) of the 1926 act where the aggregate of 
the down payment and of payments made during the year was less than one 
fourth of the purchase price and there were second-mortgage notes for ap- 
proximately one third the purchase price payable in five annual instalments, 
notwithstanding the fact that the purchaser assumed first-mortgage notes in an 
amount slightly in excess of one half the purchase price, it being held that no 
benefit was received by the seller with respect to such notes until they were 
paid according to their tenor. (District court of the United States, western 
district of Kentucky. S. J. Schneider, trustee of the estate of Bagby-Howe Drug 
Company, bankrupt, v. Robert H. Lucas, collector of internal revenue.) 

Contributions made by an individual to the Philadelphia Award in 1921 and 
1922 under an instrument held to have created a trust are held not deductible 
under section 214 (a) (11) of the 1921 act, not being made to or for the use of a 
political subdivision of the United States for exclusively public purposes, be- 
cause the city of Philadelphia was given no control whatever over the trust fund 
created, nor to or for the use of a “corporation, or community chest, fund, or 
foundation,’’ the immediate donee not being a corporation in the ordinary sense, 
nor a community chest, a community fund, or a community foundation. (Dis- 
trict court of the U. S., eastern district of Pennsylvania. Edward W. Bok v. 
Blakely D. McCaughn, collector.) 

The value of goodwill acquired for stock in 1916 is determined for invested- 
capital purposes, being based on a consideration of the opinion of qualified ex- 
perts offered in testimony, which it is held that board, in the absence of knowl- 
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edge, experience and judgment of its own, could not disregard. (U. S. circuit 
court of appeals for the third circuit. Boggs & Buhl, Incorporated v. Commis- 
sioner.) 

The decision of the trial court that a partner, in 1917 shortly prior to partner- 
ship liquidation, made a valid gift to his wife and daughter of his share of the 
partnership profits if and when made, is affirmed, there being no exceptions 
taken on the trial except as to the final findings and judgment, the former not 
being a special finding authorizing review to determine whether the facts found 
supported the judgment. (U.S. circuit court of appeals, eighth circuit. Ed. 
P. Myers v. A. B. Allen, collector.) 

An association operating under a declaration of trust is held on the facts to 
have been conducting a business for profit in quasi-corporate form and there- 
fore is liable for tax as a corporation under the 1918 act. (U.S. circuit court of 
appeals, third circuit. Little Four Oil & Gas Company, a trust, v. D. B. Heiner, 
collector.) 

Profit realized from the sale of county or municipal bonds is held not subject 
to federal income tax inasmuch as the enforcement of such a tax would interfere 
with the proper exercise of the governmental powers of a state and would prove 
a ‘burden on loans”’ and an “impediment to the power of borrowing.”’ (Cir- 
cuit court of appeals, eighth circuit. LZ. M. Willicuts, collector, v. Charles W. 
Bunn.) 

The commissioner’s determination of the taxable status of corporate surplus 
distributed to stockholders as a partial liquidating dividend is approved, such 
determination being made on the basis that profit on the sale at the cost price 
of depreciable assets sold subsequent to March 1, 1913, but acquired prior 
thereto was realized in the difference between the sales price and the cost de- 
preciated from the date of acquisition to the date of sale at a flat rate on the 
cost thereof, and that the entire amount of such profits was accumulated subse- 
quent to March 1, 1913, in the absence of any evidence of the value on that 
date, the burden relative thereto being on the taxpayer. The circumstance 
that error in depreciation adjustments is beyond correction as to the corpora- 
tion is no reason why it should be perpetuated and result in further improper 
loss to the government and further improper gain to the stockholders. (U. S. 
circuit court of appeals, eighth circuit. A. C. Holmquist v. David H. Blair, 
commissioner.) 
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H. P. BAUMANN, Editor 
AMERICAN INSTITUTE EXAMINATIONS 


[Note.—The fact that these answers appear in THE JOURNAL oF AccouNT- 
ANCY should not cause the reader to assume that they are the official answers 
of the board of examiners. They represent merely the opinions of the editor of 
the Students’ Department.] 


EXAMINATION IN AUDITING 
May 16, 1929, 9 A. M. to 12:30 P. M. 
The candidate must answer all the following questions: 


No. 1 (5 points): 
Define— 
(a) Subsidiary corporation. 
(b) Investment-trust corporation. 
(c) Holding company. 
(d) Close corporation. 
(e) Affiliated company. 


Answer: 

With the exception of (b) investment-trust corporation, the following are 
tentative definitions submitted by the special committee on terminology of the 
American Institute of Accountants and published in THE JouRNAL oF Ac- 
COUNTANCY (January, 1929): 





(a) Subsidiary corporation: 

“A company, the voting stock of which is fully owned, or nearly so, by | 
another company, to which the first company is a subsidiary. To qualify as 
a subsidiary company for the purpose pe peo de consolidated income-tax 
statements it is necessary that the control be firmly fixed in the hands of the 
controlling company, intercompany stock ownership, ownership by the same 
individuals and some other considerations being given weight. Reference to 
the latest tax regulations and decisions is recommended as the rules are 
subject to periodical revision.” 

(b) Investment-trust corporation: 

An organization of investors using their combined funds for the purpose of 
purchasing, under scientific management, a wide variety of securities; due 
regard being given to safety of principal through diversification, regularity of 
income, and probable appreciation in market values, with no intention of 
gaining a controlling interest in any company whose securities it owns, and 
with the sole purpose of investing for the benefit of the shareholders. 

(c) Holding company: 

“A company, the principal business of which is to hold the stock of one or 
more other companies. A holding company may also be directly engaged in 
business on its own account, but in so far as it is a ‘holding company’ its 
business does not include active operations. Some holding companies con- 
trol the operations of some or all of the companies whose stocks they hold; 
some take no part in controlling the operations of other companies but act as | 
investors only.” | 

' 
| 
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(d) Close corporation: 

“ A corporation the stock of which is held in few hands and not freely sold. 
The restraint on sale may be provided in the by-laws of the corporation, by 
definite contract between the stockholders, or by a general understanding 
among them. In most close corporations the restraint is a ‘gentlemen’s 
agreement.’”’ 


(e) Affiliated company: 

“A company which by reason of stock ownership is permanently controlled 
by another company; the name indicates that the company is the ‘child’ of 
the ‘parent,’ or controlling company. It is not necessary that the entire 
issue of the company’s stock should be owned by the controlling company.” 


No. 2 (12 points): 

State in detail how you would audit the accounts of an investment-trust 
corporation. 
Answer: 

Before the date set for the count of the securities, the agreements, charter, 
etc., under which the investment trust is operating should be examined to 
determine what class of securities may be purchased, what discretionary powers 
are granted in the purchase and sale of securities, and what other important 
powers may be given tothe management. A schedule should also be prepared 
from the securities ledger showing stock or bond number, description, par 
value, if any, or amount, where deposited, cost, market price, interest earned, 
dividends received, etc. Certificates should be obtained from depositories 
holding securities for safekeeping, delivery or collateral as of the balance-sheet 
date. 

If possible, the cash, negotiable instruments and securities on hand or in 
vaults should be inspected and counted at the close of business on the balance- 
sheet date, and, in any event, should be kept under control until all have been 
verified to prevent substitution. The securities should be checked against the 
schedule which has previously been prepared. 

The bank accounts should then be reconciled. 

Purchase confirmations and brokers’ sales slips should be checked against the 
purchase and sales registers, the dates and prices being especially noted. The 
prices should be compared with official price lists, and commission and interest 
computations should be tested. 

Footings, cross footings, and postings of the various records should be proven 
and checked. 

The securities schedule should be checked with that prepared for the pre- 
vious audit, and securities no longer owned should be traced through the cash- 
receipts book to the bank statement to account for their disposal. 

Securities are generally shown at cost. If written up to a market price, the 
off-setting credit must be made to a special surplus account. 

The dividend and interest record should be checked against the official list 
of dividends declared and interest paid. 

The fixed-asset accounts should be analyzed with attention to the propriety 
of charges and the adequacy of reserves for depreciation. 

Prepaid expenses should be checked, and accruals and other liabilities 
verified and confirmed. 

Secure confirmation from the trustee of the amount of bonds authorized and 
outstanding, and from the registrar or transfer agent or both of the amount of 
each class of capital stock authorized and outstanding. 
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No. 3 (10 points): 

A dispute has arisen between the A corporation and its creditors as to its 
solvency and prospects, and you are called in as an advisor. 

What statements would you submit, and how would you use them to con- 
vince both sides as to the advisability (a) of continuing the business, or (b) of 
liquidating the corporation? 


Answer: 

The accountant should prepare a comparative balance-sheet, a comparative 
statement of profit and loss for the past three years or more, and a statement of 
affairs with the relative deficiency account. Upon the bases of the data con- 
tained in these statements, the accountant could decide upon the advisability 
of continuing or liquidating the business 

The comparative balance-sheet should show the financial condition of the 
business on a “ going value”’ basis at a recent and a past date. A study of the 
changes in the various assets and liabilities should disclose the trend toward an 
improved or worse condition. 

The comparative profit-and-loss statement should show the results of opera- 
tions for the current and past periods. <A study of the changes in sales, cost of 
sales, and detailed expenses should be made to ascertain the trend of operating 
results. 

The statement of affairs should show the assets, pledged or unpledged, at 
both the book and liquidating values, the liabilities in the order of rank, and the 
estimated loss, if any, to the creditors upon liquidation. The deficiency ac- 


count should show the estimated loss or gain on the realization of the assets. 


No. 4 (6 points): 
State how you would proceed to verify the property and plant accounts of a 
company which has never been audited before 


Answer: 

The procedure would depend upon the purpose and scope of the audit, the 
number and amounts of the transactions to be verified, and whether the prop- 
erty and plant accounts were valued at cost, appraised or other values. 

If appraised values are to be used, and if the property has been appraised at 
a recent date, it is necessary only to verify the additions since the date of the 
appraisal. If the property is to be or has been appraised as of the date of the 
balance-sheet, the entries for capital and revenue charges should be examined 
for the period under audit for the purpose of determining that the profits are 
correctly stated. 

If the property is valued at cost it would be necessary to analyze the property 
accounts from the inception of the business to determine: 

ist. That the accounts have been classified in sufficient detail to permit 
charging into separate accounts the various elements of property which differ 
in nature. 

2nd. That charges for repairs, replacements or renewals have not been 
included in the asset accounts. 

3rd. That the value of any property or plant abandoned had been credited 
to the accounts at the values originally charged thereto. 

4th. That no depreciation or obsolescence has been credited to the asset 
accounts, 
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It is not necessary to make an exhaustive verification of all charges to the 
accounts but only comprehensive tests of the principal items. In many cases 
it is customary to examine the entries in the property accounts for the audited 
period only, even though there has been and is to be no appraisal. This is 
true, particularly, when the company has been in existence for a long time and 
a complete examination of the property accounts would be a laborious task. 
But in such cases the auditor should qualify his report to indicate the limita- 
tions of his examination. 

The auditor should examine all papers dealing with the purchase of the 
property such as deeds, abstracts of title, guarantee policies, contracts, vouchers 
for payments, etc. He should also determine whether the property is clear of 
incumbrances, and should indicate that it is not if such should prove to be the 
case. If any part of the fixed assets is constructed by the client, the charges 
for materials, labor and other costs should be verified to determine, principally, 
that no profit on the cost of construction has been included. 

Theoretically the title to the property should be determined to be in the 
name of the company, and it is suggested that the insurance policies and the 
minutes of the meetings of the board of directors be examined. 

The auditor should satisfy himself that the reserves for depreciation are 
adequate 
No. 5 (10 points): 

The M company has outstanding its entire capital stock of one hundred 
thousand shares, $25 par, on which $12.50 per share has been paid in, the bal- 
ance remaining subject to call at the discretion of the directors. Since the 
business has proved highly profitable and a surplus of three times the capital 
stock has been accumulated, the directors wish to make the capital stock full- 
paid. Your advice is asked as to the best method of carrying out this purpose, 
with care for the financial interests of both the company and its stockholders. 
What would you advise? Give reasons. 


Answer: 

rhe outstanding capital stock of one hundred thousand shares, $25 par, can 
be made fully paid by the declaration and payment of a dividend of $1,250,000 
payable in the subscriptions receivable of that amount. By following this 
method, the company would (1) relieve the stockholders of their liability to the 
company, (2) strengthen the credit position of the company because of the 
capitalization of that portion of the earned surplus charged as dividends paid, 
and (3) maintain the working-capital position of the company. The dividend, 
however, is subject to surtax payable by those individual stockholders whose 
income, including their share of the dividend, is subject to such tax. 

The tax liability may be avoided and the aforementioned results may be 
obtained as follows: 

The capital structure should be changed from one hundred thousand shares 
of $25 par stock to two hundred thousand shares of $12.50 par stock. The out- 
standing stock should be called in, the subscriptions canceled and one hundred 
thousand shares of $12.50 par stock issued in lieu thereof. A’stock dividend of 
the remaining one hundred thousand shares of $12.50 par stock should then be 
declared and paid. 

The choice of the method to be followed would depend somewhat on the 
number of stockholders, the distribution of the stock, and the cost and other 
factors involved in changing the capital set-up and exchanging the capital stock. 
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No. 6 (9 points): 
(a) Name the factors in determining an amount of depreciation. 
(b) State to what extent each factor is ascertainable by the auditor. 


Answer: 
(a) The amount of depreciation depends upon: 
(1) The cost of the asset, including the cost of installation. 
(2) The salvage or residual value, if any, of the asset at the end of its 
useful life. 
(3) The useful life of the asset. 

(b) The cost of the asset, including the cost of installation, etc., can be 
readily ascertained by the auditor by an examination of the records. 

The salvage value and the useful life of the asset can not be definitely deter- 
mined by the auditor as these factors are estimates only. 

The auditor must depend upon his own and the company’s past experience 
with similar assets, reports of engineers, reference books, etc., to check the 
adequacy of the depreciation charge which is based upon these estimates and 
the factor of the cost of the asset. 


No. 7 (15 points): 
Prepare in detail a programme for the examination of the financial condition 
at a given date of either (a) a stock-brokerage firm or (b) a commercial bank. 


Answer: 
(a) Stock-brokerage firm: 

On the balance-sheet date start the audit as soon as possible after the entries 
for the day have been recorded in order to obtain the “‘ position’’ of customers’ 
accounts, securities and bank loans. 

From the cashier’s records obtain— 

1. A detailed list of securities on hand in the company’s collateral boxes 
(margined securities). 

2. A detailed list of securities on hand in the company’s safekeeping boxes 
(customers’ securities). 

3. A detailed list of bank and other loans together with lists of collateral 
therefor. 

4. A detailed list of securities which are out for transfer. 

5. A detailed list of securities due to brokers (charged out but not de- 
livered). 

6. A detailed list of securities due from brokers (charged in but not 
received). 

7. A detailed list of securities ordered out from correspondent brokers but 
not yet received. 

From the margin clerk’s records draw off, on separate sheets, customers’ 
debit or credit balances and list thereon the securities which each customer is 
“long”’ or “short,” as well as securities wholly owned by the customers and 
held in safekeeping. 

From the customers’ ledgers draw off, on separate sheets, customers’ debit 
and credit balances and list the securities which each customer is “long” or 
“short.” 
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From the master security record draw off, by security names, lists of cus- 
tomers “‘long’’ or “short’’ those securities; and the location of the securities— 
on hand, at brokers, in banks, etc. 

Prepare and send out confirmations for 

1. Bank loans and collateral. 

2. Securities out for transfer. 

3. Securities due to and owed by the brokerage firm. 

4. Customers’ accounts (if possible have duplicate copies of customers’ 
statements prepared for the auditor’s files so that any differences 
referred to later by the customers in reply to the request for con- 
firmation may be checked against this duplicate copy). 

Count cash on hand. 

Count securities in the boxes, customers’ and safekeeping, using the lists 
prepared as a guide. 

Reconcile the bank accounts. 

Check the customers’ positions as shown by the master control, margin 
record and ledger accounts against each other and reconcile the differences. 

Check the securities on hand, in banks, at brokers and out for transfer against 
the master securities record and reconcile differences. 

Value the securities using correct market quotations as of the audit date in 
order to check the adequacy of the margin accounts, the margin of security held 
by the banks and the relationship between the customers’ margin accounts and 
securities held. 

Verify any other current assets with regard to value. 

Analyze fixed-asset accounts with attention to the propriety of charges and 
the adequacy of the reserves for depreciation. 

Check prepaid expenses, verify and confirm accruals and other liabilities. 


(b) A commercial bank: 

Count all cash. 

Inspect and list all stock and bond security holdings. 

Inspect and list all time and demand notes held and verify, by correspondence 
if practicable. 

Inspect and list all securities held as collateral. 

Note.—All cash and negotiable instruments should be held under control 
until all are counted and examined to prevent duplication or substitution. 

Inspect clearing-house items and obtain verifications from the clearing house 
to detect unpaid items. 

Reconcile correspondents’ accounts including the federal reserve bank and 
rediscounts. 

Determine that the detail of depositors’ accounts, certified cheques and 
certificates of deposit are in agreement with the respective controlling accounts. 

Verify the collection of income on securities owned. 

Determine the adequacy of the provision for unearned discount on loans. 

Verify the outstanding capital stock. 

Verify the expenses. 

Analyze fixed-asset accounts to determine the propriety of charges and the 
adequacy of reserves for depreciation. 

Check prepaid expenses, verify and confirm accruals and other liabilities. 
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No. 8 (15 points): 


The accompanying statement is submitted to you by the company whose 


books you are to audit. 
books, and are arithmetically correct. 


A B CORPORATION 
Balance-sheet, December 31, 1928 


Assets 
Cash ; 
Liberty bonds 
Accounts and notes receivable (less reserve 
Investments in other companies 
Cash value of life insurance 
Inventories 
Fixed assets (less depreciation) 
Patents 
Prepaid items 
Reserve for depreciation 
Reserve for bond interest 


Notes and accounts payable 

Accrued items 

Mortgage bonds 

Class A stock 

Surplus 

Gain for the period before depreciation and bon 


interest 


Profit-and-loss statement for the year ended Decem 


Sales (net) 
Deduct: 


Cost of goods sold 


Materials used $463,101 
Manufacturing expense (before bond interest 
and depreciation $37,513 
Gross profits on sale 
Deduct: 
Selling expenses $265,838 
General administrative expenses 112,154 
Other income: 
Purchase discount $ 568 
Interest received 650 
Recovered on items previously charged off $31 
Gain on stock purchases 32,125 
Income from subsidiary companies 57,309 
Other charges: 
Interest paid $ 33 


Tax refunds to bondholders 


Gain for the period before depreciation and 
bond interest 


$ 14,374 
10,961 
143,499 
127,787 
6.030 
253,167 
911,200 
1 

9 749 
58.604 
29,168 


$1,564,544 


$ 152,672 
19,368 
460,000 
792,425 
43,927 
96,150 


$1,564,544 


31, 1928 


$1,284,149 


900,615 


$ 383,534 


377,992 


$ 5,541 


91,084 


$ 96,626.. 


$ 96,150 


You find that the figures are in accordance with the 
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Give a brief report of your assumed findings with comments on unusual or 
important items and prepare a statement showing how the accounts should be 
presented, with a certificate such as you would feel justified in giving. 

While you are expected to imagine the conditions on which you comment 
they must not be inconsistent with the figures. 


Answer: 
(Date) 
Board of Directors, 
A B Corporation, 
Chicago, Illinois. 
GENTLEMEN: 

We have examined the books and accounts of The A B Corporation, Chicago, 
Illinois, and, as a result of our examination, have prepared the accompanying 
balance-sheet and operating statements. 

The cash, liberty bonds and notes receivable were verified by inspection, 
certificates obtained from the depositories, or other satisfactory evidence of 
ownership. The accounts receivable were verified from the company’s records 
and examined for collectability. Sufficient reserves have been provided for 
probable bad-debt losses. 

The inventories were verified by us as to extensions, footings and pricings, 
but no verification was made of quantities. We were furnished with a certifi- 
cate from responsible officers of the company which stated that the quantities 
had been determined by physical count, weight or measure and that the in- 
ventory was valued at cost or market, whichever was lower. 

The cash-surrender value of the insurance policies on the lives of officers was 
verified by an examination of the policies. 

It will be noted that a segregation has been made of the prepaid items as 
shown in the statement prepared by your accountant. We found this item to 
consist of prepaid insurance and unamortized bond discount in the amounts 
shown in the accompanying balance-sheet. These prepaid expenses were 
verified, and we ascertained that the bond discount is being amortized over the 
life of the bonds. 

The investments in other companies were written up during the year from 
cost, $70,478.34, to $127,787.63. This write-up was credited to income from 
subsidiaries and represented, we were informed, the A B Corporation's share of 
the earnings in the other companies. Since we were unable to verify the finan- 
cial conditions of the other companies, we have shown the investments at cost. 

Depreciation on fixed assets in the amount of $291,875.30 had been credited 
directly to the asset accounts on your books. On the basis of our examination 
of those accounts, we recommend that the accompanying journal entry (6) be 
made to reflect the assets on the books at cost and to set up the reserves for 
depreciation. 

Accounts and notes payable were verified in so far as possible by comparison 
with creditors’ statements and by correspondence with the holders of the notes. 

The first-mortgage six per cent. bonds and the amount of the accrued bond 
interest were verified by correspondence with the trustee. 

By authority of the secretary of state the company, on July 31, 1928, retired 
the entire amount of its class “ B’’ capital stock and changed the name of the 
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class “A” stock to “common.” The class “B"’ stock was, on retirement, 
purchased at a discount of $32,125, which has been credited by us to capital 


surplus. 


It is recommended that the accompanying adjusting journal entries be 
entered on the books of the company, as of December 31, 1928, to bring the 


books into agreement with the financial statements. 
Yours very truly, 
(Signed) - 


Certified Public Accountants, 


A B CorPoRATION 
Adjusting journal entries December 31, 1928 
(1) 


Notes receivable . $ 23,500. 


Accounts receivable . 
To separate the notes receivable from the 
accounts receivable. 
(2) 


Accounts receivable 2,199 
Reserve for bad debts. 
To set up reserve for bad debts which has 
been deducted from accounts receivable. 


(3) 
Raw-materials inventory 158,794. 
Work-in-process inventory 35,769. 
Finished-goods inventory 58,603 .! 


Inventories 
To separate the inventories as of December 
31, 1928, into their respective accounts. 


(4) 
Prepaid insurance premiums 336. 


Unamortized bond discount 9,412.5 


Prepaid items 
To separate the prepaid items into individual 
accounts. 


(5) 

Income from subsidiary companies. . “ 57,309. 
Investments in other companies. 
To write down the investment account to 


cost value. 


(6) 
eee Se cl Aw Ae ire Pre 45,000. 
SC er ree err 214,144 
Machinery and equipment......... aie 934,495 
Office equipment . en ry se e 9 436 
RE A eer a Sareea s 58,604 


Reserve for depreciation................... 


00 


09 


70 


00 


RS bo 
wnt 


$ 23,500.00 


2,199.09 


253,167.50 


9,749.20 


57,309.29 


58,604.04 
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Reserve for depreciation—buildings.......... 22,944.00 
Reserve for depreciation—machinery and 

MII. «ios snk ch sndeenn sOeetapeas 266,998 . 65 
Reserve for depreciation—office equipment... . 1,932.65 
PN as oa aca s o's dete y eae eee 911,200.22 


To set up fixed-asset accounts at cost, to write 
off depreciation for the current year, and to set 
up reserve-for-depreciation accounts. 


(7) 
aE SAE oan gcc ngxmdlen Vesg e eeeee 27,600 .00 
Bond discount amortiand . oi... 6. icc ceases 1,568.75 
Reserve for bond interest................... 29,168.75 


To write off bond interest and discount in- 
correctly charged to reserve for bond interest. 


(8) 
ie OUI. os. én 0icdidedoeuenseenaan 10,000 .00 
Rink i r:vncevickcebectenloeaeer 10,000 .00 
To segregate accounts and notes payable. 
(9) 
Pe OE 5. 5.5.55 bho 6c ee eee 19,368. 69 
ob Wem OE 5.5. 6 6 ck ae be dasa een 13,800.00 
Reeve CRIB in ooo kn cies cenccendbehars 5,568.69 
To classify accrued items of expense. 
(10) 


Gait OF GOCE DUFCRONED.. . «oo cs cceacssecesacs 32,125.00 

Capital surplus—discount on purchase of class 
OTe MID 5 x. 65:45 Sarah venlnd heeds 32,125.00 
To set up capital surplus for gain on stock 

purchased at a discount. 


Notre.— Many of the amounts used in the above entries were not given in the 
problem, but are assumed amounts which might result from the breakdown of 
certain accounts that were given. Considerable leeway is given the candidate 
to draw upon his imagination in assuming the conditions behind the statements 
submitted in the problem. For this reason the above explanatory journal 
entries are presented, although not a particular requirement of the problem. 

It is assumed that an analysis of the materials-used account showed it to 
consist of the following: 


Debits Credits 

Purchases............... $421,684:41 Inventories 12/31/28 $253,167.50 
Inventory of raw materials 

BOs xs dcaedad sues 190,085 .03 
Inventory of finished goods 

J Sar rer anor 63,225.79 
Inventory of work in proc- 

re re 41,273.68 


Balance $463,101.41 
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A B CorPoRATION 


Reconciliation of net profit for the year ended December 31, 1928 


DE NF DI a 5 5 cs sv averssivocetyebsneenceeneee ee 
Rie i II 6 on os Sse etme cies i 5 leva ae ee 


NS So, eee oe Oe ee ee hk 


Accounted for as follows: 

Depreciation for year ended December 31, 1928........... 
Bond interest for year ended December 31, 1928.......... 
Bond discount amortized....... utilis sneha saree ee 
Discount on purchase of class ‘‘B’’ common stock retired 

erroneously included in profits....................005. 
Write up of investments in other companies erroneously in- 

cluded in profits........... PR oy NS eg 


Total. . re Sind ssa ete eas at Sena 


A B CORPORATION 


$ 96,150.93 
81,056.15 


$177,207 .08 
$ 58,604.04 
27,600 .00 
1,568.75 
32,125.00 


57,309.29 


$177,207 .08 


Statement of profit and loss for the year ended December 31, 1928 








Sales: 
Gross sales. . .. $1,297,567.74 
Less: returns and allowances. . 13,418.29 
Net sales. . 


$1,284,149.45 














Cost of goods sold. . 958,719.05 
Gross profit on sales... $ 325,430.40 
Selling and general expenses: 

Selling expense... Pe ee 

General administrative expense. . baie 112,654.75 378,492.75 
Net loss from operations. . $ 53,062.35 
Other income: 

Discount on purchases. . is 568.70 

Interest received .. . ah 650.55 

Recoveries on bad debts... . 431.15 1,650.40 
Net loss from operations and other income... $ 51,411.95 
Other expense: 

Bond interest paid . .. $ 27,600.00 

Bond discount amortized... . Bee ne 1,568.75 

Other interest paid... . nee ee 331.27 

Tax refunds to bondholders. . . en 144.18 29,644.20 
Net loss for year. . ining bab we oa $ 81,056.15 




















The Journal of Accountancy 








A B CorporATION 


Statement of cost of goods manufactured and sold for the year ended 
December 31, 1928 
Raw materials: 


Inventory, January 1, 1928. ... $190,085.03 
Purchases : 421,684.41 
Total + .. $611,769.44 
Inventory, December 31, 1928 ; 158,794.69 
Cost of raw materials used $452,974.75 
Labor ae 316,488 . 33 
Manufacturing expenses: 
Factory expense .. $121,025.27 
Depreciation ae 58,104.04 179,129.31 
Total manufacturing cost or $948 592.39 
Add: decrease in inventory of work in process: 
Inventory, January 1, 1928 .. §$ 41,273.68 
Inventory, December 31, 1928 5,769.25 5,504.43 
Cost of goods manufactured nt $954,096. 82 
Add: decrease in inventory of finished goods: 
Inventory, January 1, 1928 .. 63,225.79 
Inventory, December 31, 1928 oe 58,603 .56 4,622.23 


$958,719.05 


Cost of goods sold 


No. 9 (10 points): 

A, the administrator of the estate of B, deceased, finds that B had a business 
of which he was the sole owner, and also that B was a partner in another busi- 
ness. Thecourt directs A to continue the solely owned business for the present. 

(a) What accounts should A keep for these two assets? 

(b) State briefly how these accounts should be kept. 

Answer: 

The books of both the partnership and sole proprietorship should be closed 
as of the day of B’s death and the value of B’s interests should be recorded on 
the books of A, the administrator of the estate of B, by debiting “Interest in B 
& Company” and “Interest in B-C partnership’’ and crediting ‘Estate 
principal.”’ 

Upon the settlement of B’s interest in the partnership, cash (notes receivable, 
etc.) should be debited with the proceeds and “Interest in B-—C partnership”’ 
credited. After the last liquidating dividend has been received and entered the 
balance in ‘Interest in B—C partnership”’ account would represent a gain or 
loss and should be transferred to either ‘‘Gain on realization’’ or ‘Loss on 
realization.” 

The accounts on the books of the sole proprietorship which were closed as of 
the day of B’s death, may be reopened to record the transactions of the business 
which is to be continued “for the present” by A. The proceeds of the liquida- 
tion of this business should be accounted for in the same manner as was sug- 
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gested for the interest in the partnership. Any income resulting from the 
operations of the business under A should be credited to “‘ Income from interest 


in B & Company.” 
No. 10 (8 points): ; ; 

What criticisms have you to make of each of the following certificates? 

(a) We have audited the accounts of the A B Company for the year ended 
December 31, 1928, and we certify that the foregoing statement of receipts and 
disbursements is in accordance with the books of account. 

(b) We have audited the books and accounts of the A B Corporation and of 
its subsidiaries, the D E Company, and the firm of F & G, for the year ended 
December 31, 1928, and we hereby certify that, in our opinion, the accompany- 
ing consolidated balance-sheet and consolidated statement of income and profit 
and loss correctly exhibit respectively the financial position of the A B Cor- 
poration and its subsidiaries at December 31, 1928, and the results of operation 
for the year ended at that date. 

(c) We have audited the books and accounts of the A B Corporation for the 
year ended December 31, 1928, have examined the related records of original 
entry and supporting documents, including monthly reports received from its 
branches and subsidiaries, and we hereby certify that the accompanying con- 
solidated balance-sheet and consolidated profit-and-loss account correctly 
exhibit the consolidated financial condition of the companies and their con- 
solidated income results for the year. 

(d) (At the foot of the statement) ‘“ Audited and found correct.” 

Answer: 

A general criticism may be made of all the above certificates in that they 
are not signed, contain no date, and do not include, with the exception of (b), 
the phrase ‘‘in our opinion.” 

(a) This certificate is too indefinite. All that is definitely known about the 
statement of receipts and disbursements is that it is in accordance with the 
books. While it is stated that the accounts of the A B Company were audited 
it can not be determined that the receipts and disbursements from which the 
statement was prepared are correct. A balance-sheet audit, only, may have 
been made, the scope of which would not include an audit of the receipts and 
disbursements. 

(b) This certificate includes as a subsidiary of the A B Corporation, the firm 
of F and G, which as the designation “‘firm’’ denotes, is a partnership. It is 
rather unusual to find a set of circumstances under which the accounts of a 
partnership may be consolidated with those of a corporation or corporations, 
for relatively very few corporations are expressly authorized by their charters 
to become partners. It may be possible, in this case, that the A B Corporation 
and the D E Corporation have such authority, and are partners of the firm of 
F and G. In such circumstances, the certificate given can not be adversely 
criticized, except possibly in its reference to the firm of F and G asa subsidiary 
of the A B Corporation. 

(c) While the books and accounts of the branches and subsidiaries of the 
A B Corporation were not audited the system of internal check, the control by 
the A B Corporation through the monthly reports, the nature of the business, 
and the character and amount of the assets and liabilities of the branches and 
subsidiaries may be such as to warrant the certification of the consolidated 
balance-sheet and the consolidated profit-and-loss account. It is suggested, 
however, that the phrase ‘‘in our opinion”’ be included. 

(d) It is questionable whether this may be called a certificate. It is entirely 


too brief. 
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INDUSTRIAL ACCOUNTING, by THomMAs HENRY SANDERS. McGraw-Hill 
Book Co., New York. 371 pages. 

Industrial Accounting is intended to furnish guidance to those actually en- 
gaged in industry and also to serve as a textbook for teaching. It appears well 
adapted to both purposes, since the principles discussed are followed by illustra- 
tions and problems to be solved. The chief burden of the book is naturally the 
question of cost accounting, and a glance at the index shows that this subject is 
fairly well covered in its varied applications. In dealing with controversial 
questions, the author reviews the chief arguments used by the supporters of 
both sides. 

For instance, on the question of inclusion of interest on investment as a factor 
in cost of manufacturing, while pointing out that trade associations usually 
advise their members to adopt uniform cost systems which include interest, the 
author states that most individual manufacturing concerns appear to be op- 
posed to such inclusion. The author’s summary of the matter leans to the 
exclusion of interest as an item of cost, and he points out that if, for statistical 
or comparative purposes, it is included, a reserve should be set up to offset the 
interest included in cost in the inventory of unsold manufactured goods. In 
advocating this offset most accountants will no doubt agree. 

Again, on the question of depreciation, alternative methods are discussed. 
The popular straight-line method is favored, and other methods receive brief 
notice. However, the so-called annuity method, which was ably presented at 
the recent international congress on accounting, is apparently ignored. A 
clear point is made of the principle that depreciation is for the purpose of 
amortizing the original cost (plus additions, of course), and not to provide a 
sum for the increased reproduction cost as of the present time. It is shown 
that however desirable or even necessary this additional provision may be, it 
is something other than depreciation. 

Discussing maintenance and betterments, the author points out that ‘some 
of the best managed concerns”’ follow the practice of combining into one factor 
the first cost of a machine and the expected cost of repairs and upkeep during 
its estimated life and then covering both these items by a uniform annual 
charge. Although advising against combining two uncertain figures, he never- 
theless makes a clear admission that the difference between a repair (chargeable 
to current operation) and a replacement (chargeable to depreciation reserve) is 
not a question of principle but only of size, and that, in fact, it is impossible to 
make a logical distinction. This point is worthy of more attention and it would 
be very interesting to have the experience of these best managed concerns, if it 
could be presented in a summarized form, as further consideration of the actual 
results might disclose substantial advantages to be gained by using a uniform 
charge. Under such a system it would be quite impossible to make a better 
showing by unduly postponing repairs, to the detriment of the plant, in order 
to avoid incurring the expense in a poor year. 

The author disposes of the stock argument against cost accounting that the 
price of goods is determined not by their cost but by supply and demand, by 
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showing that a proper control of cost may effectually control supply, and as a 
natural consequence, market price. 

A chapter is devoted to incentive wage systems in which advantages and 
disadvantages are set forth. Inventories and methods of control also come in 
for due consideration, and the content, accumulation and distribution of burden 
are treated at some length. 

CHARLES E. MATHER. 


THE HANDBOOK OF CORPORATE MANAGEMENT AND PROCE- 
DURE, by Eart A. SALiERS. McGraw-Hill Book Co., New York. 1,237 
pages. 

The purpose of The Handbook of Corporate Management and Procedure, as 
stated in the preface, is ‘‘to provide ready reference to such facts as are needed 
in handling the everyday problems that confront all who are concerned in 
corporate affairs. . . . These concern such matters as meetings of stock- 
holders and directors, the adequate handling of stock issued, the payment of 
dividends, the financing of working capital requirements, the issuance and 
routine treatment of bonds, the transfers of capital stock, the efficient employ- 
ment of the investment in capital assets, the operation of voting trusts, and so 
on. 

The book is divided into three parts: I, Corporate organization, II, Finance 
and III, Management and control. Under corporate organization are pre- 
sented in 336 pages such subjects as promotion and the promoter, how and 
where to incorporate, use and protection of corporate name, the charter stock- 
holders and directors. Part II, on finance, covering 391 pages, deals with the 
sources of funds; financial structure; working capital financing by bank loans, 
trade acceptances and the finance corporation; permanent capital financing by 
capital stock of par and non-par value, bonds, trustee’s certificates and modifi- 
cations thereof. The third part, on management and control, consisting of 
496 pages, has several chapters of material on a variety of subjects of value to 
those interested in corporations, such as appraisals, depletion, treatment of 
surplus and dividends, preparation and use of corporation reports for stock- 
holders, directors, governmental agencies and others, budgets, analysis of the 
balance-sheet, voting trusts, capital assets, stock transfers, stock exchanges, 
holding companies, bankruptcy and insolvency, reorganizations, and state and 
federal regulation. In the array of topics one can find information on almost 
every phase of corporate affairs except how to make the most profits in the 
least time. Presumably if the suggestions on other points are followed this one 
will take care of itself. 

The reader is not required to tax his imagination unduly while perusing the 
instructions and descriptions, because there are available for ready reference 
457 forms of practical legal documents, papers, letters, bonds, mortgages, 
notices, resolutions, reports, balance-sheets, consolidated statements, index 
numbers, account books, certificates and legislative acts covering almost every 
activity or interest of corporation officers. If one wishes to prepare an option 
agreement to sell property to a promoter he may copy the form; if one desires 
to designate a representative in the state of California he can find a blank form 
for the purpose; if it is a subscription agreement that is needed, he may turn to 
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the proper form; if one wishes to incorporate for any one of 53 different pur- 
poses, from making dairy products to ship building, he will find a special-pur- 
pose clause phrased to meet his requirements; if the secretary wants the cus- 
tomary form for affidavit of mailing notice he can find it, or if the accountant is 
curious to see the form of statements prepared in bankruptcy, or by several of 
the prominent successful corporations, his wants can be satisfied. Of the 1,228 
pages in the book exclusive of the index, 611, or almost one half, are devoted to 
the special forms. 

Recognizing that states differ in the requirements for incorporation, the 
author has presented in summary form the essential phases of the corporation 
laws of a number of representative states. The legal responsibilities and rights 
of officers, stockholders and directors seem to be well covered by numerous 
references to legal decisions. 

Since principles of management and procedure in business apply in many 
respects to one form of organization as well as another, some of the material in 
the book under review is naturally of a general character. Much of the mate- 
rial dealing with working capital, finance and credits in part II, on finance, ap- 
plies to business in general. Similarly, in part II], on management and control, 
the four chapters on appraisals as well as much of the material on budgets, 
balance-sheet analysis, plant and depreciation, and bankruptcy are applicable 
to almost any type of business organization 

There seems to be no reason for questioning the authoritativeness of the con- 
tents of the book, since sources of information are so generally quoted. The 
main point of criticism doubtless arises in the apparent padding with volumi- 
nous legal forms, such as trust indentures, articles of incorporation and resolu- 
tions. Lawyers, accountants and other corporation executives should find in 
this volume a handy reference book, made useful by the index which does not, 
however, contain so many cross references as a work of this type requires. To 
the student of corporate affairs this book will appeal as a remarkable com- 
pendium of practical business procedures. 

H1irAM T. SCOVILL. 
PROBLEMS IN ACCOUNTING PRINCIPLES, by Ross GRAHAM WALKER. 
A. B. Shaw Company, Chicago. 620 pages. 

Accounting theory and principles of auditing and of business law can be 
mastered easily in a short time by any bright high-school graduate, but a 
knowledge of practical accounting can be attained only by practical experience. 
Therefore, state C. P. A. laws at present require one to five years’ actual em- 
ployment in public accounting asa preliminary to the C. P. A. examination. In 
theory this might seem the best method, but, while it may have been so ten to 
fifteen years ago, it is doubtful whether the candidate today can obtain the 
broad training to cover the range of average examination papers. Only the 
largest public accounting firrms handle a wide variety of businesses; the rest 
tend to specialize according to locality or personal fitness. The conclusion 
must be that in future the ranks of certified public accountants will be filled 
largely by graduates from standard business schools, and, as a corollary, that 
training in practical accounting must be supplied through laboratory work. 
Needless to say this puts a heavy responsibility on the directors of accounting 
courses. Laboratory work to be of any use to the student must deal with 
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actual transactions and conditions of daily business life. Far-fetched and un- 
usual imaginary problems are useless and unfair. It follows that examining 
boards and the profession at large will be interested to know how the business 
schools will handle this important laboratory work. 

As an example we have Professor Walker's Problems in Accounting Principles 
which tells us the kind of laboratory training the student obtains in the Harvard 
graduate school of business administration. It is not a textbook in the ordinary 
sense. There are no basic rules nor principles laid down—the student is pre- 
sumed to be familiar with those already—nor are the few questions appended to 
the various problems of that leading character which furnishes an immediate 
clue to the answers. The problems are actual cases, or adaptations of actual 
cases, submitted to the school by business firms, and there are also many court 
decisions in litigated questions involving proper accounting principles. Facts 
and conditions are most amply stated; the task for the student is the same as 
that for the practising accountant, viz., to apply to them correct accounting 
principles and procedure. The only difference is that the accountant must 
also have ascertained the conditions through a previous audit of the books and 
accounts, not always an easy job. This is the weak point of laboratory work, 
but it might presumably be met by borrowing old sets of books from business 
concerns. 

There is a bibliography of textbooks for reading reference, and an excellent 
index and alphabetical list of the cases stated. 


W. H. LawTon. 


STATISTICS, 1929, by WILLIAM VERNON Lovitt and HENRY F. HOLTZCLAW. 
Prentice-Hall, Inc., New York. 304 pages. 

Statistics and charts are now so universally employed that a treatise on the 
subject is timely and interesting. The book entitled Statistics explains at some 
length the principles which underlie the gathering of statistical data and the me- 
thods by which they are compiled and presented in graphical or tabulated form. 

The book stresses the mathematics side of the subject and some of its chap- 
ters have an interest to the mathematician as well as to the statistician. For 
example, the discussions on permutations and combinations, chance and prob- 
ability, characteristic curves, and so on, are quite comprehensive. 

There is much more, however, that has a daily practical application. The 
many different ways in which statistics can be presented are scarcely realized 
until they are all brought together as in this volume. The book is rich in illus- 
tration, and the data used for this purpose are often of intrinsic interest. 

Particularly interesting are the chapters on averages, index numbers and 
seasonal and cyclical fluctuations. These latter contain explanations of the 
index numbers in common use and of the business forecasting services, such as 
the Harvard forecasting sequence and the Babsonchart. 

F. C. BELSER. 
HOW TO READ THE BALANCE-SHEET OF A COMMERCIAL CON- 
CERN, by Francis W. PIxLey, Gee & Co., London. 73 pages. 

The small volume entitled How to Read the Balance-sheet of a Commercial Con- 
cern is a revision of a paper read by the author at a meeting of the Glasgow 
Chartered Accountants Students’ Society in 1906 and therefore presents the 


395 














The Journal of Accountancy 








British viewpoint. In the revision the author includes many additions neces- 
sary in consequence of the passing of the companies act, 1928. 

The preface indicates that the object of the publication is to enlighten stock- 
holders in the method of analyzing the balance-sheet so that an intelligent 
opinion may be formed of the financial standing of a concern in which they are 
interested. 

The first and second chapters are introductory and explanatory, by way of 
approach to a study of the balance-sheet; chapters III and IV are devoted to 
classification and criticism of the debit and credit sides of this all-important 
instrument, the reading matter covering approximately forty pages. 

How to make use of the information gained is set forth in chapter V in the 
form of a running analysis of both sides of the balance-sheet. The author 
brings out the value of comparative trading and profit-and-loss statements 
with a view to ascertaining whether or not the company is making proper use of 
its funds on the one hand or over-expanding on the other; or whether increases 
or decreases in working capital are warranted through increase or decrease in 
sales. 

In chapter VI the author recommends the use of the profit-and-loss state- 
ment as a medium of inquiry into the sources of profits or losses and the causes 
thereof. 

This small volume is well written, and the text is admirably presented. It 
contains much valuable information which in the reviewer’s opinion would 
prove to be more useful to the student of accountancy than to the layman who 
is without a knowledge of the principles upon which the balance-sheet and 
profit-and-loss statement are based. 


W. A. MUSGRAVE. 
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